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The accounting field is dy
namic and demanding. Oppor
tunity is great; competition
is strong. And often, it is the
woman who recognizes an advantage, and then
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and magazine discounts all
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Make the move that makes a difference. Take
time now to learn more about the AWSCPA advan
tage and receive your complimentary copy of
“Profile of the Woman CPA,” the up-to-date sta
tistical survey of women in accounting.
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Certified Public Accountants, along with my complimentary copy of
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Editor’s Notes
Service

Classic business suits and dresses for a
professional image throughout pregnancy.
Weekend and evening wear.
Catalog with swatches and fit guide $3,
refundable with order. Visit our stores in:
Atlanta, Baltimore, Boston, Charlotte, NC, Chicago,
Cleveland, Costa Mesa, CA, Dallas, Denver, Harrisburg,
PA, Hartford, CT, Haverford, PA, Houston, Los
Angeles, Mesa, AZ, Minneapolis, New Orleans, New
York, Philadelphia, Pittsburgh, San Diego, San
Francisco, Stamford, CT, Washington, D.C. or inquire

about opening a store. Telephone 215-625-0151.
P.O. Box 40121 Dept. WW77, Phila., PA. 19106.

THE UNIVERSITY OF IOWA
ACCOUNTING
The University of Iowa is seeking
applicants to fill permanent or visit
ing Assistant, Associate and/or Full
Professor positions beginning Fall
1987. Principal qualifications are:
(1) terminal degree (Ph.D. or DBA)
(Assistant Professor may be A.B.D.);
(2) genuine interest in accounting
research and in working closely with
undergraduate and graduate stu
dents; (3) Senior Professors must
have established record of quality
teaching and research with demon
strated competence in directing doc
toral theses; (4) all candidates must
have long-term interest in teaching.
Screening will begin upon receipt of
a resume sent to:

John H. Smith
Department of Accounting
College of Business
Administration
University of Iowa
Iowa City, Iowa 52242
This announcement will remain
open until all positions are filled.
The University of Iowa isan equal
opportunity and affirmative action
employer.
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Some thingsyou just neverforget.
In November 1955, I had just
finished taking the CPA examina
tion. Mr. Louis A. Miazza, secretary
of the Mississippi State Board of
Public Accountancy at that time,
stopped me as I was leaving the
examination room. Mr. Miazza knew
meeven though hedidn’tknowmany
of the fifty-odd candidates sitting for
the exam. Mr. Miazza told me he
wanted to tell me goodbye because
he felt certain I had passed the
examination. Then headded, “I know
you will be of service to the profes
sion.”
SERVICE! At the age of 23, I cer
tainly was not interested in being of
service to the profession. I wondered
why he couldn’t have told me that he
knew I would make lots of money or
would get an excellent job or would
become a partner in a CPA firm? (At
this point in my life, my ambition
was to have my name in gold letters
on the door of a CPA firm.)
But how wise Mr. Miazza was.
Two months later, I received my
certificate. Shortly thereafter there
were invitations to join the Missis
sippi Society of CPAs, the AICPA,
and AWSCPA. I joined all three.
Professional service generally
occurs through participation in pro
fessional organizations. Unlike most
individuals, my professional service
began at the national level rather
than the local level. In just three
short years, I was serving on the
National Board of AWSCPA.
Webster defines service as “con
duct contributing to the advantage
of another or others” and servant as
“one whoexerts himself for the bene
fit of another.” Those are pretty
strong words. But that’s what ser
vice is all about. The trouble is not
with the meaning of the words but
with the nature of individuals. We get
the service of a position confused
with the honor of the position. We
like the way it sounds to say that we
are a committee chairman, an officer,
or a director, but we really don’t
think about the time or effort neces
sary to perform the service.
When you are asked to serve — or
volunteer to serve — an organiza

tion, what are your first thoughts?
Do you think about the prestige of
the position? Or do you think about
the service to the position? Do you
say “yes” without even asking about
the service expected? Are you pre
pared for the sacrifices necessitated
by the service?
Let’s use The Woman CPA as a
vehicle to illustrate service to an
organization and to the accounting
profession. Simply stated, to publish
is to serve. Our predecessors recog
nized this 48 volumes ago. What is so
unique about publication is that it is
the one thing that continues to exist
long after individuals, officers, direc
tors, and organizations are gone.
The service that is done yesterday
and today continues to benefit gen
eration after generation. Volumes of
The Woman CPA are housed in librar
ies throughout the United States.
To publish The Woman CPA, some
forty members of ASWA and AWSCPA
are involved directly — and many
more indirectly. The hours of service
performed by these individuals would
surprise those of you who have never
been involved with the activities of
The Woman CPA; and each year, the
time requirements of the staff posi
tions increase as the number of sub
mitted manuscripts increases.
The Woman CPA is your maga
zine. It doesn’t belong to the editor,
the associate editors, the editorial
review board, the business manager,
the treasurer, or the national boards.
It belongs to you! Why not offer to
serve on the staff? Why not submit
articles? Why not write letters to the
editor? Why not tell the two national
boards what you would like to read in
the journal? Why not offer construc
tive criticism? Anyone can serve the
profession in at least one of these
ways.
Service, yes. Honor and prestige,
no. Here’s your chance to serve your
organization and your profession.
Speak up! Let the national boards
know what you want to see put in
print for posterity. Ω

The Case for
Noncomprehensive
Interperiod Tax
Allocation
The Controversy Continues
By David P. Donnelly and Eugene J. Laughlin

Editor’s Note: In August 1983, the
Financial Accounting Standards
Board issued a discussion memo
randum on accounting for income
taxes. During subsequent delibera
tions, the Board decided that com
prehensive interperiod tax allocation
should be required based on an
asset/liability approach. This article
presents an opposing view. An ex
posure draft, scheduled for issuance
in the third quarter 1986, and per
haps already distributed by the pub
lication date of this journal, will un
doubtedly require comprehensive
interperiod tax allocation. Whether
the positions taken in the exposure
draft will be incorporated into a
Statement of Financial Accounting
Standards will depend, in part, upon
the nature of the comments received
by the Board in response to the
exposure draft.

In December 1967, the Accounting
Principles Board (APB) issued
Opinion No. 11, “Accounting for
Income Taxes,” and concluded that
a. Interperiod tax allocation is an
integral part of the determina
tion of income tax expense, and
income tax expense should in
clude the tax effects of revenue
and expense transactions in
cluded in the determination of
pretax accounting income.
b. Interperiod tax allocation pro
cedures should follow the de
ferred method, both in the
manner in which tax effects are
initially recognized and in the
manner in which deferred taxes

are amortized in future periods.
c. Thetaxeffectsof operating loss
carrybacks should be allocated
to the loss periods. The tax
effects of operating loss carry
forwards usually should not be
recognized until the periods of
realization.1

Although Opinion No. 11 elimi
nated the diversity in reporting in
come taxes, the controversy sur
rounding accounting for those taxes
continues. Failure to agree on whether
income tax is an expense or a distri
bution of residual profit has much to
do with this controversy. Under
standing the nature of tax in relation
to the nature of accounting is an
essential first step in determining
the proper accounting treatment of
income tax.

Income Tax Laws and
Accounting Principles
The federal income tax system’s
legal base is found in the 16th
Amendment, which provides Con
gress with the powerto levy and col
lect taxes on incomes from whatever
source desired. Broadly, that power
is directed toward providing funds
for the operation of the government,
serving as a means of redirecting the
economy, and attaining desired
social goals.
The body of tax laws relies on the
general rule of taxing all revenue,
unless specifically exempted, and
allowing deductions only for speci
fied expenses. The law does not
attempt to define net income, assets,
liabilities, and soon. To do so would
place severe restrictions on the flex

ibility and ease with which change
can occur as well as increase the
difficulty of enforcement. Congress
is a body of change, both in mem
bership and interests, and the tax
law reflects the complexity and
changeability of this political body.
Asa result, tax regulations lack con
tinuity and are subject to frequent
changes.
Financial accounting, on the other
hand, is largely dependent upon
definitions and broad principles
rather than specification of individ
ual items. The authority inherent in
financial accounting is not legal, but
rather it is based on general con
sensus. As a result, change is slower
and results from an evolutionary
process. Income calculations for
financial reporting purposes rely on
the broad dictum that the data be
reliable and relevant.
The differences created by the
specificity of the tax laws and the
broad dictums and definitions of
accounting make it virtually impos
sible to resolve the question of
whether or not income tax is an
expense by reference to definitions.
Expense, as such, is left undefined
in the tax law, but the Financial
Accounting Standards Board (FASB)
defines expense as
outflows or other using up of assets
or incurrences of liabilities (or a
combination of both) during a
period from delivering or produc
ing goods, rendering services, or
carrying out other activities that
constitute the entity’s ongoing
major or central operations.2

If the tax can be construed as a
result of a firm’s normal buying,
producing, and selling activities, it is
endogenous to the operations and,
thus, an expense of operations. If,
on the other hand, the tax is unilat
erally imposed by a body exoge
nous to the firm and in disregard of
the firm’s major operations, it is an
“outflow or other using up of assets
or incurrences of liabilities” disas
sociated with those “activities that
constitute the entity’s ongoing or
central operations.” In such a case,
it is not an expense within the FASB
definition cited above from State
ment of Financial Accounting Con
cepts (SFAC) No. 3.
The difference in the nature of
income tax is also reflected in its
placement in financial statements.
On the income statement, income
The Woman CPA, October, 1986/3

tax is not treated as an operating
expense or as any other businessrelated expense; it is listed separ
ately at the bottom of the statement
simply as income tax.
Although it may be impossible to
resolve the question of whether in
cometax is an expense ora distribu
tion of residual income, there are
areas in which agreement can be
reached. First, income tax certainly
has a nature quite different from
other expenses, and this difference
should be considered in determin
ing its proper recording treatment.
Secondly, while there is disagree
ment as to the amount and manner
of disclosure of income tax, there is
agreement that it must be disclosed
in the financial statements.

Nature of Deferred Tax
Difficulty in establishing the
amount of income tax arises be
cause items used in determining
income reflected in the tax return
differ from those reported in the
financial statements. These differ
ences are of two types: permanent
differences and timing differences.
Since permanent differences are
defined as those that do not affect
future tax calculations, it is gener
ally agreed that they have no impact
on the amount of the income tax to
be disclosed. Butin reference to tim
ing differences, APB Opinion No. 11
states that
The tax effects of those transac
tions which enter into the determi
nation of pretax accounting income
either earlier or later than they
become determinants of taxable
income should be recognized in the
periods in which the differences
between pretax accounting income
and taxable income arise and the
periods in which the differences
reverse.3

Proponents of disclosing the tax
effects of all timing differences sup
port their position by the matching
principle. However, to apply the
matching principle requires a rela
tionship between the accounting in
come recorded in the period and the
income taxes shown. This relation
ship does not exist. Income tax re
sults from earning net taxable in
come, not net accounting income.
The effect that a timing difference
has on future taxes cannot be deter
mined without knowing all other
components of the future period.
4/The Woman CPA, October, 1986

The changing nature of tax laws also
negates the relationship between
taxable income and accounting in
come. Changes take place in both
tax rates and items taxed. Although
changes are certain, the type and
magnitude of those changes are not.
Applying the matching principle to
income tax without regard to its dif
ference from other expenses results
in an asset or liability, which, as dis
cussed below, does not fit within the
current definition of those items.
Deferred Taxes as an Asset. Under
current practice, the deferred income
tax balance is the amount of timing
differences times a prior or current
tax rate. If the account has a debit
balance, it is classified as a current
or noncurrent asset. Someaccount
ants question the propriety of this
classification. SFAC No. 3 states
“Assets are probable future eco
nomic benefits obtained or con
trolled by a particular entity as a
result of past transactions or events.”4
“Probable” in this context “refers to
that which can reasonably be ex
pected or believed on the basis of
available evidence or logic.”5

The only justification
for an asset
classification is found
in the probable effect
of future cash flows.
Since it is clear that deferred in
come taxes will not be exchanged
directly for cash or other assets, the
only justification for an asset classi
fication is found in the probable
effect on future cash flows. Unlike
other prepaid items, such as rent or
insurance that involve rights to ser
vices or use of resources, deferred
tax conveys no rights. While it is
argued that the deferral represents a
reduction in future tax liabilities,
such an argument ignores the un
certainty of both the timing and the
amountof the reduction. Proponents
argue that certainty is not required,
but rather that it be only a probable
reduction. But it is interesting to
note that the Accounting Principles
Board disregards the notion of prob
able for the tax effects of a loss car
ryforward when it states in Opinion

No. 11 that
. . . the Board has concluded that
the tax benefits of loss carryfor
wards should not be recognized
until they are actually realized,
except in unusual circumstances
when realization is assured beyond
any reasonable doubt at the time
the loss carryforwards arise.6 (em
phasis in the original)

Deferred Taxes as a Liability. When
the deferred tax account has a credit
balance, it is classified as a liability.
SFAC No. 3 defines liabilities as
probable future sacrifices of eco
nomic benefits arising from pres
entobligationsofa particular entity
to transfer assets or provide ser
vices to other entities in the future
as a result of past transactions or
events.7

“Probable” is used here in the same
context as used in defining an asset
and results in the same disagree
ment among accountants as to
whether deferred taxes meet this
criterion. “Obligations” is used in a
broader sense than legal obligations.
It refers to “that which one is bound
to do by contract, promise, moral
responsibility, etc.”8 In discussing
liabilities, SFAC No. 3 further speci
fies that
A liability has three essential char
acteristics: (a) it embodies a pres
ent duty or responsibility to one or
more other entities that entails set
tlement by probable future transfer
of use of assets at a specified or
determinable date, on occurrence
of a specified event, oron demand,
(b) the duty or responsibility obli
gates a particular enterprise, leav
ing it little or no discretion to avoid
the future sacrifice, and (c) the
transaction or other event obligat
ing the enterprise has already
happened.9

The first characteristic necessi
tates a present obligation; but under
the tax law, taxes are determined on
a period-by-period basis. Each tax
year is separate and distinct, and
taxes are assessed only on the cur
rent period. A taxpayer has no re
sponsibility to the government for
taxes on transactions not required
to be included in the entity’s tax
return for that taxable year. The fact
thatan item is included on the finan
cial statement in a particular period
does not create the responsibility;
rather, it is the inclusion of the item
under the tax law that creates the
obligation.

The second characteristic of a lia
bility is that the responsibility obli
gates the enterprise, leaving it little
or no discretion to avoid the future
sacrifice. To say that deferred taxes
has this characteristic is to deny the
existence of tax planning. The abil
ity of the corporation to avoid future
sacrifice is reflected in the increase
in size of the deferred tax account
on most large corporate financial
statements. The deferred tax account
is not so much a measure of respon
sibility to make a future payment as
it is a measure of planning to avoid
future obligations on timing differ
ences.

At best, classification
of deferred taxes as a
liability may be based
on the definition of a
contingency.
The third and final characteristic
of a liability is that the transaction
obligating theenterprise has already
happened. In the sense that the tim
ing difference has been reflected in
the entity’s statements, the event
has occurred. Future obligations re
sult only if the timing differences
occur in the future.
At best, classification of deferred
taxes as a liability may be based on
the definition of a contingency. FASB
Statement of Financial Accounting
Standards (SFAS) No. 5 specifies
the essential characteristics of a con
tingency as (1) an existing condition
(2) involving uncertainty about an
outcome (3) that should be resolved
by the occurrence or nonoccurrence
of some future event.10
As currently determined, much
confusion exists about what the de
ferred tax account represents. For
many companies, the account bal
ance continues to increase in size,
reflecting the impact of recurring
differences. The account balance
does not truly represent the future
cash outlay for income taxes, which
is what the financial statement user
perceives it to measure. According
to the FASB in its Discussion Memo
randum, “Accounting for Income
Taxes,” under comprehensive allo

cation
the tax effects of timing differences
that might originate in the future
. . . are not anticipated and ac
counted for as offsets of the re
versals of present period differ
ences.11

Even though past experience sug
gests that some differences are not
expected to result in future cash out
lays, these differences are neverthe
less recorded as if they will. This
decreases representational faithful
ness since the amount purported to
represent a future cash outlay can
not be expected to materialize.

Asset/Liability View vs.
Revenue/Expense View
The FASB Concepts Statements
have initiated a return to the asset/
liability (balance sheet) view. Under
this viewpoint, an expense results
from using up assets or incurring
liabilities. While the revenue/expense
viewdirectly determines the amount
of the tax to be shown ontheincome
statement and the deferral on the
balance sheet is a residual, the asset/
liability view is exactly the opposite.
The amount of the balance sheet
deferral is the dominant factor deter
mined directly and the income state
ment is a residual. On a much larger
scale, it is essentially the same as
the differences in approach found in
determining bad debts as a percent
age of sales (revenue/expense view)
or as a percentage of accounts re
ceivable (asset/liability view).
Under the asset/liability view, the
argument over whether income taxes
are an expense or a distribution of
income is less important. Although

As currently
determined, much
confusion exists
about what the
deferred tax account
represents.
both views involve matching, Sprouse
believes the role of matching has
changed.
Under the asset/liability view, reve
nues and expenses are matched as
a consequence of recognizing
changes in assets and liabilities in

the period in which those changes
take place . . . Under the revenue/
expense view, however, what con
stitutes “proper matching” and
“nondistortion” is very much in the
eyes of the beholder.12

Partial Allocation
As stated earlier, the nature of
interperiod tax allocation is such
that it is not clear if deferred taxes
meets the definition of assets orthat
of liabilities. Criticism of the classi
fication of deferred taxes concerns
the probable future effects of the
allocations. Under a partial alloca
tion approach, only the effects of
nonrecurring timing differences are
recorded, thus increasing the likeli
hood that differences will reverse in
the future and cash flows will be as
expected. Nevertheless, to make the
approach more operational while at
the same time increase the probabil
ity of expected future cash flows, the
partial allocation method should be
modified to include only material
nonrecurring timing differences that
reverse in a relatively short period of
time, for instance, three to five years.
A further problem of definition

FINANCIAL
POSITIONS
NATIONWIDE
Finance, Accounting, Tax,
Consulting, Audit &
EDP Audit Positions

In Most Industries
& Public Accounting
At Locations Throughout
Entire U.S.A.
Send confidential resume:

Donald C. May (CPA/MBA)
Managing Director
ALLIED SEARCH, INC
2001 Union Street, Suite 300
San Francisco, CA 94123

Free to applicant candidates;
client companies pay our place
ment fees.
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concerns the enterprise’s ability to
avoid the future sacrifice in the case
of a liability. This criticism is largely
nullified by eliminating recurring
timing differences and by the short
horizon period of the nonrecurring
differences.
Finally, the debate rests on whether
or not the deferred tax amount repre
sents a present responsibility to the

The nature of
interperiod tax allocation
is such that it is not clear
if deferred taxes meet
the definition of assets
or that of liabilities.
government. As stated earlier, the
nature of the tax law is such that a
strict interpretation would suggest
that such a responsibility does not
exist. Although the nonrecurring tax
allocations are not legal liabilities,
they are almost certain to be paid in
the near future. As stated by Sands
. . . accountants have long since
recognized that they can not rely
entirely on legal concepts in the
measurement of economic phe
nomena ... There could be no ob
jection to distinguishing between
legal and economic liabilities by
describing the non-legal type by

David P. Donnelly, CPA, Ph.D., is
assistant professor of accounting at
Kansas State University. He holds a
Ph.D. from the University of Illinois.
He is a member of the AAA.

6/The Woman CPA, October, 1986

some other name ... as long as it
was generally understood what the
term meant.13

This broader interpretation of lia
bilities appears to be held by the
majority of practitioners and stan
dard setters. Deferred tax does meet
a broader interpretation of liabilities
and may properly be presented in
the financial statement under a par
tial allocation method. This is the
approach the authors prefer.

Summary and Conclusion
SFAC No. 1 states that
The primary objective of financial
reporting is to provide information
to help investors, creditors, and
others assess theamounts, timing,
and uncertainty of prospective cash
inflows to the related enterprise.14

For most companies, income tax
represents a major cash outflow that
needs to be disclosed. Deferred tax,
unlike the current amount of income
tax payable, represents an uncertain
but potential effect on future cash
flows. The question centers on the
degree to which the uncertainty sur
rounding deferred tax affects its in
formational value.
Under current practice, deferred
tax is recorded using comprehen
sive interperiod tax allocation. This
approach is based upon the revenue/
expense view under which the tax
effects of all timing differences oc
curring in prior and current periods

Eugene J. Laughlin, CPA, Ph.D., is
professor of accounting at Kansas
State University. He is a member of
the Financial Managers Association,
AAA, and NAA.

are recorded. This view, however,
fails to consider the difference in
nature between income tax and other
expenses and results in recording
assets and liabilities which do not
meet the definitions of either classi
fication. It has resulted in recording
an amount for deferred tax that does
not represent future cash flows.
Finally, it has resulted in misunder
standing and confusion in practice.
This paper suggests that partial
interperiod tax al location be adopted.
This approach is justified from an
asset/liability point of view. By re
cording only nonrecurring timing
differences, much of the uncertainty
surrounding the deferred tax amount
is eliminated, and the resulting
amount represents assets or liabili
ties as currently defined. Further
more, the deferred tax amount under
this method represents expected
future cash flows and thus increases
the understanding of users as well
as meets the objectives of financial
statements. If the profession is seri
ous about using the recent concepts
statements as a framework for ac
counting pronouncements, then a
change from comprehensive to par
tial interperiod tax allocation is a
logical step.Ω

NOTES
1Accounting Principles Board Opinion No.
11, “Accounting For Income Taxes,” (New
York: AICPA, 1967), para. 12.
2FASB Statement of Financial Accounting
Concepts No. 3, “Elements of Financial State
ments of Business Enterprises,” (Stamford:
FASB, 1980), para. 65.
Accounting Principles Board Opinion No.
11, op. cit., para. 34.
4FASB Statement of Financial Accounting
Concepts No. 3, op. cit., para. 19.
5Ibid., fn. 9.
Accounting Principles Board Opinion No.
11, op. cit., para. 45.
7FASB Statement of Financial Accounting
Concepts No. 3, op. cit., para. 28.
8Ibid., fn. 9.
9Ibid., para. 29.
10FASB Statement of Financial Accounting
Standards No. 5, “Accounting for Contingen
cies,” (Stamford: FASB, 1975), para. 1.
11FASB Discussion Memorandum, “Account
ing For Income Taxes,” (Stamford: FASB,
1983), para. 119.
12Robert T. Sprouse, “The Importance of
Earnings in the Conceptual Framework,”
Journal of Accountancy (January 1978), p.
69.
13J. E. Sands, “Deferred Tax Credits are Lia
bilities,” The Accounting Review (October
1959), p. 589.
14FASB Statement of Financial Accounting
Concepts No. 1, “Objectives of Financial
Reporting by Business Enterprises,” (Stam
ford: FASB, 1978), para. 37.

TODAY'S WOMAN NEEDS
MORE TO FALL BACK ON THAN
BRAINS,BRAWN AND BEAUTY.

PEANUTS Characters: © 1952,1966,1971 United Feature Syndicate, Inc.

Behind every great woman, there should be a great insurance
company. Married or single, parent or single parent, the modern
woman needs financial security. And Metropolitan can meet
her unique concerns. Contact your local Met Life representative.

GET MET. IT PAYS.
Metropolitan Life
AND AFFILIATED COMPANIES

©1986 Metropolitan Life Insurance Company, N.Y, NY

The Woman CPA, October, 1986/7

Managing PC Growth
Guidelines for Good internal Control
By Phillip W. Balsmeier and Angela Letourneau

Audit Objectives
The objectives of electronic data
processing (EDP) auditing are to
safeguard assets, maintain data in
tegrity, achieve organizational goals
effectively, and consume resources
efficiently [Weber, 1982]. These ob
jectives form a framework within
which the growth of PCs should be
evaluated. PCs started out with
limited capacity to manipulate small
amounts of data, but technology
quickly produced free-standing
machines with sophisticated capa
bility to manipulate megabytes of
data.
The next step in the computer
revolution, networking, will expo
nentially increase the amount of data
available from a PC workstation.
The PC will be capable of accessing
the entire company data base, com
bining the benefits of a mainframe
operation with the convenience of
the PC workstation [Snow, 1985b].
The benefits to be enjoyed from this
technological step forward are ob
vious, but the need for comprehen
sive controls has been largely over
looked. Proper controls will provide
the capability necessary to perform
authorized operations while limiting
the dangers of too much access.
The attendant problems are much
the same as when the mainframe
computer was first introduced: con
trol over data entry, data pollution,
and data misappropriation. The dif
ference now is that the number of
people potentially involved has mush
roomed. Survey results .published
by Schultz [1985a] revealed that 89
percent of firms used micro compu
ters in their organizations. The time
is arriving when every employee will
have access to some part of the data
base. Corporate policies, computer
procedures, and computer software
capabilities should converge upon a
solution that will allow the conven
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ience of the personal computer while
not compromising the integrity of
the data base.

Corporate Policy
Guidelines on the use, growth,
and application of PC systems should
come from high level management.
Romney and Stocks [1985] identi
fied that controls for PC acquisition
start with a formalized company plan.
The plan should specifically address
the expected uses of microcomput
ers and how such uses would bene
fit the firm. A cost/benefit analysis,
the company competitive status, and
the time and money required to
adapt to the expected work envir
onment also need to be considered.
Vendors or consultants may be con
tacted for their input. This is a bet
ter approach than buying a PC be
cause everyone else has one and
then seeing if it can doanything use
ful for the organization.
Formal corporate policies are es
sential to the orderly development
of data systems. One individual
should be assigned the primary re
sponsibility of establishing an infor
mation center to oversee all perti
nent PC issues [Romney and Stocks,
1985]. Such a person may also head
a PC steering committee or clearing
authority that coordinates all pur
chases of hardware and software.
Snow [1985a] suggests that the in
formation center would establish
software libraries and oversee inter
nal seminars and other training, as
well as take responsibility for secur
ity and backup procedures. The in
formation center should also plan
PC system implementation, custom
ize PC software, and train personnel.
The information center should be
the backbone of corporate policy.
Based on their survey results, Schultz
and Redding [1985b] reported that
15 percent of companies with PCs

had no policy enforced. In only 5
percent of companies surveyed were
purchase requests reviewed and the
purchase negotiated by the EDP
department. Only 6 percent had
company specifications enforced.
Many other weaknesses were evi
dent in the procedures designed to
implement company policies in the
firms surveyed.
A number of situations contribute
to the fact that there is often no cor
porate policy to control the growth
of PCs within a company. One is the
fact that software and personal com
puters are relatively cheap; there
fore, many people within the organi
zation are authorized to make pur
chases within the cost parameters of
the small systems. Many of these
people know little about computer
systems and are at the mercy of
vendors. Understandably, a com
pany often ends up with several
incompatible brands of equipment.
Sobol [1985] reported that some
companies have set up in-house com
puter stores that allow employees to
inspect a variety of computer prod
ucts to determine which would best
fulfill their needs. The store can pro
vide both choice and compatibility
and can be an important step in the
direction of standardization of hard
ware and software within the com
pany. The central clearinghouse con
cept is an excellent means of estab
lishing positive control over the PC
inventory at the time of purchase.
Another facet of good management
control sustained by the clearing
house concept is proper support
and training. Standardizing the types
of equipmentand software used sim
plifies the initial training, reduces
the amount of necessary retraining
when there are interdepartmental
moves, and reduces the variety of
in-house maintenance support re
quired.

Procedures
The second phase in bringing the
PCs under control is to establish
procedures to protect the data base.
An initial step would be to determine
how dependent the firm is on its
computerized information system.
Dascher and Harmon [1984] state
that the firm must consider how
dependent it is on the computer for
day-to-day operations, how much
data is computerized, and how criti
cal the data is to the success of the

firm. If company personnel need
frequent access to computerized
records to service clients, then the
firm is computer dependent. A rela
tively largeamount of computerized
data will usually make a firm vulner
able. Data sensitivity is also very
important. A firm needs to consider
how much damage would occur if
sensitive information, such as sales
or production data, got into the
wrong hands.

The time is arriving
when every employee
will have access to
some part of the data
base.
With a firm understanding of the
company’s risk, theexisting controls
can be evaluated. The main catego
ries of control are physical, operat
ing, access, and personnel. The idea
is to match exposure to risk with the
proper level of controls. If an inspec
tion reveals areas of low risk and
costly controls, a reduction of con
trols, and therefore of cost, would be
appropriate [Dascher and Harmon,
1984].
Guidelines established for main
frame operations are very applica
ble to PCs. A full set of basic mea
sures would include diskette secur
ity, password access controls, proper
program development, and backup
procedures. Common application
controls such as hash totals, run-torun totals, and record counts are
also as appropriate to PCs as they
are to mainframe operations.
The direction in which PC usage
is moving and its accompanying
security threat provide a classic
confrontation between progress and
security. Already there are firms
planning to provide a PC for every
worker, striving to derive the ulti
mate benefits from data access, con
tinuously updated information, inter
office communication, immediate
customer servicing, and othersound
business goals. But the implied un
limited access to information is a
nightmare of data security threats.
Without controls, there is great po
tential for changing programs to the

advantage of an employee, altering
data to cover up errors or misappro
priations, selling of sensitive infor
mation to competitors, and stealing
of hardware.
Security measures take away some
of the benefits derived from PCs. For
instance, to prevent theft, the units
could be secured to a desk, but that
removes the advantage of PC porta
bility. Nevertheless, some security
measures should be implemented.
Diskette protection is a major
problem. Security measures to pro
tect against theft of files on diskettes
are weak. Downloading of informa
tion onto a diskette and carrying the
diskette out the door is a simple mat
ter. One aid to security is a disk with
a unique “fingerprint” or “signature”
[Romney and Stocks, 1985]. If the
fingerprint is notfound, the program
is not executed. Additional protec
tion in this area will require changes
in system software design.
Several other data protection
measures may be considered. To
protect against vandalism or other
loss of data, backup files should be
kept in a secured area. Locked com
puter workrooms would provide
some security but seriously reduce
the convenience of PCs. PC physi
cal security is a serious problem,
and there are few alternatives at
hand beyond the inadequate and
simplistic lock and key.
In the case where data leaves the
office by telephone line, Haigh [1985]
advises the use of data encryption to
protect highly sensitive data. For
less sensitive data, many companies
useacallback scheme. When access
to data is requested, the program
detects a special code transmitted
by the user’s modem and calls back
when the number is verified.
Password protection and access
controls are two powerful methods
of protecting data from excessive
error pollution, destruction, and
theft. Access controls offer a variety
of safety measures. First, access to
particular files can be restricted to
those who have need for access.
Order clerks, for instance, have no
need for access to payroll files.
Secondly, access controls can sub
divide those with access into those
who can view, copy, and/or change
the data. Access can be limited to one
or more specific machines, to those
with a special entry code, or both.
Passwords and access controls are

generally used in tandem; an indi
vidual needs a password to have any
access and an access control to get
to specific files.
Romney and Stocks [1985] sug
gest the use of an authorization
table as an access control. The table
has a profile of each user and the
procedures or data to which he has
access. If an unauthorized entry is
attempted, the request is denied.
Some such systems will record infor
mation on unauthorized attempts
and make the record available for
supervisors to review. Personal data
checking can also be used as an
access control. Haigh [1985] indi
cated that techniques such as the
use of voiceprints to authorize access
are only in limited use now but hold
promise for the future.
A major problem with both pass
words and access controls is the
security of the words themselves. If
the words are taped to the computer
screen, the control is defeated. So
along with the procedure, there must
be education of the workforce, con
stant monitoring of the procedure,
and strict enforcement of the rules.
The codes must be changed period
ically, and the master list of pass
words tightly secured.
Job rotation on a nonsystematic
basis is another control technique.
The longera person is left atone job,
the more capable he or she is of
subverting the system. If the com
pany staff is too small to support
wholesale job rotation, the cross
training of personnel should be con
sidered. Cross-training is a good
procedure in any case.

Proper controls will
provide the capability
necessary to perform
authorized operations
while limiting the
dangers of too much
access.
The means of protecting the integ
rity of the data bases are available.
There is no gap in technology pre
venting good security, only lax man
agement. The problems inherent in
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software protection, on the other
hand, comprise elements of both
technological and managerial weak
ness.

base and understand that the infor
mation in the data base is often a
firm’s most important asset.

Software

The idea is to match
exposure risk with the
proper level of
controls.

The primary recommendation in
the area of software is that EDP audi
tors, or whoever fulfills that func
tion, should be responsible for, and
be heavily involved in, the develop
ment of security controls [Snow,
1985a]. This is a traditional respon
sibility of EDP auditors, but one that
they have not always been allowed
to perform. Schultz and Redding
[1985] stated that the importance of
the involvement of EDP auditors will
increase tremendously as the sophis
tication of the PC grows.
The complexity of software con
trols is evidenced by a recent study by
the University of Georgia. A ques
tionnaire was sent to 500 internal
and external auditors and to systems
personnel. They identified 59 control
items as a set of “minimum EDP
controls that should be included by
a vendor in a turnkey . . . account
ing system,” [Stivers, 1985]. The
sheer number of controls, plus the
fact that they are accounting con
trols for the purpose of facilitating
the jobs of auditors, points out the
critical need to have the EDP auditor
deeply involved in the development
of new programs and the alteration
of old programs at the inception of
these procedures.
Stivers [1985] indicates that one
of the reasons the controls have not
been included in the past is that
many users were unaware of the
need for them, and the CPUs of the
early machines did not have the
necessary capacity to store numer
ous controls. Controls cost money,
and in the competitive environment
of software vendors, it was beneficial
to keep the cost as low as possible.
Promulgation of the 59 recom
mended controls is an attempt to
influence software vendors to pro
duce a product that will meet the
needs of sophisticated users. The
recommendations also attempt to
establish some minimum industry
standard. Vendors can be expected
to respond only if there is a strong
demand from business for such
products. To generate the required
demand, high level management
must be made more aware of the
value of a secure and error-free data
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The safeguards put in place by
management are the best protection
against costly reconstruction of
records and theft. One retailer esti
mated that the cost of reconstruct
ing 25,000 accounts would be 1.4
million dollars [Menkus, 1985]. Man
agement must not rely on prosecu
tion as protection against theft be
cause theft of information is difficult
to prove. In many cases, proof is
required that records were actually
removed. Most often, in the case of
computer records, the information
is copied, but the records are not
removed. Computer software cur
rently sold by vendors is primarily
designed to be user friendly, not
secure. Normally the software lacks
controls, data is easily destroyed,
and documentation is weak [Stivers,
1985].
As PCs become more sophisti
cated and users become more knowl
edgeable, the current caliber of soft
ware may fall from favor. Software
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vendors can anticipate this evolu
tion and benefit themselves and their
customers. The focus should be on
the design of the software. Struc
tured design should be used in devel
oping the program, and there should
be independent testing of the con
trols and aids before the product is
put on the market.
To protect a company’s capability
to modify software should the vendor
go out of business, the company
may arrange to have a copy of the
source code available rather than
only the executable machine lan
guage copy. Most vendors will not
release their source codes, but they
may agree to have one put into the
hands of an independent third party.
This escrow copy would be used
only if the vendor could not fulfill his
obligations to the buyer [Sobol,
1985].
PC program development within
the firm requires internal control.
Every change to a program must be
subject to program code peer review
to assure that the change will oper
ate as intended and be within the
security guidelines. In addition, each
program and program change should
be fully documented. There should
be a complete and readable refer
ence source with instructions suffi
ciently clear as to allow someone
unfamiliar with the program to obtain
the desired results [Snow, 1985b].
The firm could suffer serious delay
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orexpense if one key employee who
understood the program were inca
pacitated or left the firm.
Software development should be
monitored by the central control
group. This will not only assure the
viability of each proposed program,
but also reduce redundancy among
programs and help assure that each
user is taking full advantage of exist
ing programs [Timko, 1983]. By min
imizing the number of programs in
use, storage, training, and documen
tation, costs will also be reduced and
profits enhanced.

Summary
The general plan for controlling
the growth of PCs within a firm is in
line with the goals of EDP auditing.
Management control of PC expan
sion, along with the involvement of
EDP auditors in software develop
ment, will help assure that organiza
tional PC goals are achieved effec
tively. The clearinghouse concept
enhances the efficient use of re
sources, and protective measures
help safeguard assets and maintain
data integrity. Ω
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Should We Junk The
Common Stock
Equivalence Test?
Predictions vs. Conversions
By Lola Woodard Dudley

Convertible securities are included
in the computation of primary earn
ings per share (PEPS) only if they
pass the test of common stock equiv
alence. A useful test would only
treat those convertible shares that
are likely to be converted as com
mon stock equivalents. The number
of common stock equivalent shares
should reflect conversions that will
actually take place; otherwise, PEPS
would be distorted and financial
statement users could not rely on it.
Previous studies [Frank and Wey
gandt, 1970; Hofstedt and West, 1971;
and Rhodesand Snavely, 1973] have
shown that the common stock equiv
alence (CSE) test originally set up
in Accounting Principles Board
(APB) Opinion No. 15, “Earnings
Per Share” (the “prime rate test”) did
not accurately predict conversion of
convertible bonds. They found that
common stock equivalents were no
more likely to be converted than
non-common stock equivalents.
The Financial Accounting Stan
dards Board (FASB) has modified the
CSE test twice since these studies
were conducted. Statement of Finan
cial Accounting Standards (SFAS)
No. 55, “Determining Whethera Con
vertible Security is a Common Stock
Equivalent,” changed the basis of
comparison from the prime rate to
the Aa corporate bond rate. The
recently issued SFAS No. 85, “Yield
Test for Determining Whether a Con
vertible Security is a Common Stock
Equivalent,” replaced the cash yield
test with the effective yield test for
convertible bonds. The purpose of
this study was to determine whether
the CSE test as modified by Finan
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cial Accounting Standards Board
Statement 55 (FASB 55 Test) or
Statement 85 (FASB 85 Test) pro
duces figures which reflect actual
conversions.

The Study
To evaluate the predictive ability
of the FASB’s CSE tests, 115 con
vertible securities (82 bonds and 33
preferred stocks) issued during
1976-1980 were studied. These
securities represented all but three
of the convertible security issues
listed during that time by Moody's
Bond Survey. Three issues were ex
cluded because the proportion of
the issue converted could not be
determined.
The first step in testing the securi
ty’s common stock equivalence was
the calculation of its cash yield and
effective yield. The yields were based
on the price at which the security
initially sold, either in an organized
exchange or over the counter. In
many cases, this initial price was dif
ferent from the price at which the
security was originally offered.
The effective yield used for the
convertible bonds was the smallest
of yield to maturity and the yields to
all call dates. Since preferred stock
does not have a maturity date, the
effective yield was based on the time
to call. For both bonds and preferred
stock, there usually were multiple
call dates; in these cases, the small
est yield-to-call found was used in
the computation.
The yields were compared to twothirds of the Aa corporate bond rate
to determine common stock equiv
alence. The Aa corporate bond rate

used was the average rate for the
four or five days including or imme
diately preceding the security’s issu
ance date, as reported in Moody’s
Bond Survey.
Next, the securities were traced
for four years to determine whether
substantial conversion had taken
place. Aconversion percentage of at
least 25% of the initial issue was
used to define substantial conver
sion. Cutoff rates of 1% and 10%
were also tested. The results did not
differ significantly from those pre
sented here.
Finally, tests were made to deter
mine whether common stock equiv
alentsand non-common stockequiv
alents had different conversion
rates. The data was examined using
the Chi Square Independence of
Classification test, fordifferencesat
the .05 level of significance.

Results
Very little conversion took place
during the year the securities were
issued, butconsiderable conversion
took place in the following years.
Table 1 summarizes the conversion
that had occurred by the fourth year.
For the vast majority of the securi
ties, conversion was an “all or noth
ing” situation. That is, by the fourth
year after issuance, the security had
either no conversion or 100% con
version.
Only a relatively small proportion
of the securities met either the FASB
55 Test or the FASB 85 Test (Table 2).
These results suggest that the tests
are biased against common stock
equivalence.
Differences in conversion percent
ages by the fourth year were tested
todetermine whethercommon stock
equivalents were more likely to be
converted than non-common stock
equivalents. (Differences in conver
sion percentages for second and
third years were also tested. The
results did not differ significantly
from those shown here.) The results
of these comparisons (shown in
Figure 1) are discussed in the follow
ing sections.

FASB 55 Test
The FASB 55 Test classifies a
security as a common stock equiv
alent if its cash yield is less than
two-thirds of the Aa corporate bond
rate at the time it is issued. The cash
yield is the annual dividend or inter

est rate divided by initial market
price. Common stock equivalents
are treated in the computation of
PEPS as if they had been converted
into common stock.
The common stock equivalents
did have a slightly higher percent
age of issues with substantial con
version than the non-common stock
equivalents did, 52% versus 46%.
The difference, though, was not sta
tistically significant.
The predictive value of the FASB
55 Test for convertible bonds alone
was also evaluated. Over half of the
bonds (46 out of 82) had substantial
conversion by the fourth year. The
difference between the conversion
rates of common stock equivalents
and non-common stock equivalents
was very small (57% versus 56%).
Again, the difference was not statis
tically significant.
The FASB 55 Test, like the APB 15
Test, is not effective in separating
securities with a high probability of
conversion from those where the
probability is low. The FASB did not
increase the predictive value of the
CSEtest by changing from the prime
rate to the Aa corporate bond rate as
the basis of comparison.

FASB 85 Test
The FASB 85 Test classifies a bond
as a common stock equivalent if its
effective yield is less than two-thirds
of the Aa corporate bond rate at
issuance. The effective yield is the
lowest of the yield to maturity and
the yield to all call dates. FASB 85
continues the use of a cash yield test
for preferred stock. Since FASB 85
differs from FASB 55 solely in requir
ing an effective yield test for bonds,
only the bonds in the sample were
used in its evaluation.

A useful test would
only treat those con
vertible shares that are
likely to be converted
as common stock
equivalents.
No significant difference was found
between the conversion rates for
common stockequivalentsand those
for non-common stock equivalents.

Just 50% of the common stock equiv
alents, compared to 59% of the noncommon stock equivalents, had been
substantially converted by the fourth
year. Thus, a higher percentage of
non-common stock equivalents had
substantial conversion than did the
common stock equivalents. This
observation is the reverse of what
should have occurred if common
stock equivalence predicts conver
sion.
The FASB 85 Test of common
stock equivalence is ineffective in
distinguishing between securities
that will be substantially converted
and those that will not. Of particular
concern is the fact that securities
classified as non-common stock
equivalents under this test actually
showed a higher rate of conversion
than the common stock equivalents.
Instead of improving on the FASB 55
Test, FASB 85 may have made the
situation worse.

Effective Yield Test
There is no practical or concep
tual reason for using different com
mon stock equivalence tests for pre
ferred stock and bonds, as FASB 85
requires. An effective yield to call
can be calculated for preferred stock
as well as for bonds. So, an effective
yield test could also be used for pre
ferred stock. An effective yield test
was applied to all the securities to
see if it would produce results with
more predictive ability than FASB
85.
Once again, no statistically signif
icant difference was found between
the conversion rates of common
stock equivalents and those of noncommon stock equivalents. A higher
percentage of non-common stock
equivalents had substantial conver
sion than did common stock equiv
alents (48% versus 44%). Basing
the test on effective yield did not
improve the predictive ability of the
test of common stock equivalence.
This study demonstrates that the
tests of common stock equivalence
devised by the FASB fail to distin
guish between securities which will
be converted and those which will
not. Since this is the primary, indeed
the only, requirement of such a test,
both the FASB 55 Test and the FASB
85 Test are essentially useless.

Misinformation
The results presented thus far

show that the FASB’s common stock
equivalence tests do not distinguish
between securities which are likely
to be converted and those that are
not. Further analysis of the data,
however, shows that the situation is
even worse than that. Not only are
the tests useless, they produce re
sults thatare misleading and, in fact,
harmful.
Common stock equivalents are
treated in PEPS calculations as
though they had been 100% con
verted. If common stock equivalent
securities are not completely con
verted, PEPS is understated through
out the period these securities are
outstanding. PEPS is reduced by
assumed conversion that never
occurs.

The tests of common
stock equivalence
devised by the FASB fail
to distinguish between
securities which will be
converted and those
which will not.
Non-common stock equivalents
are excluded from PEPS; zero con
version is assumed for them. If any
conversion occurs for non-common
stock equivalents, PEPS is over
stated during the time they are out
standing.
Conversion experience by the
fourth year shows that both CSE
tests would have provided users with
deceptive PEPS in over half of the
cases (Table 3). Using the FASB 55
Test, PEPS would have been under
stated in thirteen instances because
common stock equivalents had less
than 100% conversion. PEPS would
have been overstated in 50 cases
because securities which did not
meet this CSE test were totally or
partially converted. Of these 50
issues, 38 were 100% converted.
When the FASB 85 Test is used,
the situation is much the same. Hind
sight shows that 67 of the securities
were misclassified — 17 common
stock equivalents had no conver
sion and 50 non-common stock
equivalents had some conversion.
Thus, the FASB 85 Test also incor
rectly predicted conversion over 50%
of the time with nearly three-fourths
The Woman CPA, October, 1986/13

(50/67) of the incorrect predictions
causing overstatements of PEPS.
This analysis shows that both the
FASB 55 Test and the FASB 85 Test
have great potential to mislead finan
cial statement users. In terms of
actual conversion by the fourth year,
both tests misclassify securities over
half the time, with overstatements of
PEPS predominating.

The CSE tests
adopted by the FASB
do not produce
results that are useful
to decision makers.
Securities that were classified as
non-common stock equivalents but
which were actually converted into
common stock cause the most con
cern because this situation results in
an overstatement of earnings per
share. Such a bias can only add to
problems caused by management
attempts to increase reported in
come.
In addition, the four-year period
covered by this study is a relatively
short time in the life of bonds or pre
ferred stock. The common stock
equivalents that were not converted
by thefourth yearcould still becon
verted, so they might turn out to be
correctly classified after all. The non
common stock equivalents that had
some conversion, however, cannot
be correctly classified. More con
version in subsequent years can only
make things worse.

Conclusions
The APB chose to base its test of
common stock equivalence on cash
yield and the prime rate because
such information is easily verifiable,
practical, and readily obtainable. The
FASB also seems to consider of
paramount importance the basing
of this test on objective, readily de
terminable information. Verifiable,
objective evidence is needed, but
these qualities alone are not enough
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to make financial reports useful.
Neither of the CSE tests devised
by the FASB has predictive value.
Because the common stock equiv
alence test lacks predictive value,
PEPS based on it is useless to deci
sion makers.
The FASB has not addressed this
problem. Patches have been applied
to the CSE test when severe practi
cal problems have arisen, but the
FASB has stuck with the same basic
structure. Inversion of interest rates
— long-term rates below short-term
rates — caused the switch from a
prime rate test to an Aa corporate
bond rate test. The popularity of
“zero interest bonds,” which do not
haveacash yield, induced the FASB
to change to an effective yield test
for convertible bonds. Neither of
these alterations really changed the
procedure.
The FASB has three alternatives
for dealing with the failure of its CSE
tests. One, it can uphold the present
structure. This will probably require
more patching as additional prob
lemsarise. Two, the FASB can adopt
a CSE test that has more predictive
value. Such methods are available.
A study by Frank and Weygandt
[1971] suggests that a convertible
debenture’s conversion value/call
price ratio has predictive value.
Arnold and Humann [1973] found
some indication thatthe market par
ity method, which compares a con
vertible security’s market value with
its conversion value, produces re
sults with predictive ability. Three,
the FASBcan junk PEPS, using only
fully diluted earnings per share
(FDEPS) to disclose potential dilu
tion. Both the FASB 55 Test and the
FASB 85 Test appear to overstate
PEPS in far too many cases. Simply
eliminating PEPS and presenting
only fully diluted earnings per share
would be better. Assumed conver
sion would coincide with actual con
version more often than with either
of these tests, and at least EPS
would not be overstated. Presenting
FDEPS and simple earnings per
share would give financial statement
users information about the com
plete range of EPS possibilities.
Either the second or third alterna

tive would be preferable to the pres
ent situation. The CSE tests adopted
by the FASB do not produce results
that are useful to decision makers.
For the FASB to continue to require
a useless procedure simply because
it is objective would appear to be
contrary to the purposes of financial
accounting.Ω
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Misstatements of PEPS
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67
63

FIGURE 1
Common Stock Equivalence and Conversion by Fourth Year
CSEs
NonCSEs
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OKLAHOMA STATE
UNIVERSITY . . .
. . . seeksapplicantsfor the posi
tion of Head of the School of
Accounting. The rank of the Head
is Professor. The salary is com
petitive and negotiable depend
ing upon the qualifications of
the person selected. Applicants
should have an earned docto
rate, possess efficient adminis
trative skills, be an effective
teacher, and provide evidence of
scholarly achievements in re
search and publication. Appli
cants should be effective in com
municating with professional
groups and in obtaining outside
support. The appointment date
is Fall, 1987. For full considera
tion, applications should be re
ceived by November 15, 1986.
Send resume to Dr. Lawrence H.
Hammer, Search Committee
Chairman, College of Business
Administration, Oklahoma State
University, Stillwater, OK 74078.
An equal opportunity, affirma
tive action employer.

The Woman CPA, October, 1986/15

How one woman from
Oklahoma City
left her mark on the
real estate business
without selling
a single house
By researching the bookkeeping needs of the
business, asking questions and incorporating
brokers’ suggestions, then testing forms and
formats, she devised the Commission Settlement
one-write system. It simplified real estate
bookkeeping for brokers everywhere.

Ricky Curtis, McBee District Manager, demonstrates a
prototype of the Commission Settlement one-write system
to Realtor® Marolyn Pryor, one of the original enthusiasts.
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Her ideas bridged the gap between the limitations of
generic forms and the high cost of computerization.
Now they’re available as a “stock” McBee one-write system,
affordable to even the smallest broker.
orewarned by brokers that “their business
was unique,” Ricky Curtis, a McBee District
Manager, was determined to unlock that
closed door. The real problem, she felt, was that no
one wanted to take the time to find a bookkeeping
alternative for small brokers.
• They needed to keep track of 1099
information on each Sales Associate as well
as volume-to-date.
• They needed to know their “company
dollar” so they could tell what money was
available for overhead.
• They needed to have a clearly detailed
record of when the commission on a piece
of property was received.
• They needed records updated immediately
to show when Sales Associates were paid.
These are all pieces of information that, nor
mally, are not needed in the typical office, explained
Ricky. “So we had to design a check that could do
all this posting in one simple step. We were able to
incorporate the commission settlement statement
in the procedure, as well as posting a Sales Associate
Ledger and Check Register. A column was pro
vided also for the broker’s Net Commission
(company dollar).”
One question remained — would it fit the needs
of enough different brokers so it could be offered
as a “stock” plan?
Five local brokers were excited enough about
the possibility of cutting down on paperwork that
they volunteered in the research, reviewing each
prototype as the plan evolved. Finally agreeing on
a format, the system was tested for several months.
It was also surveyed at national real estate shows.
Every suggestion was carefully evaluated.

F

The result: The Commission Settlement/
Disbursements plan for real estate offices.
Marolyn Pryor, president of Marolyn Pryor
& Associates, was one of those original five. “Ricky
spent a lot of time with us when we were just getting
in the business to make sure we had the records we
needed. Today, I have seven offices and I still call
Ricky each time a new office is opened. I know
how to sell houses, but nothing about bookkeeping.
This McBee system has been a lifesaver.”
In all, McBee now offers eight distinct plans
to meet the bookkeeping needs of the real estate
industry. Not all were so painstakingly developed
as this Commission Settlement/Disbursements plan,
but each is efficiently time-saving in its own right.
Let this coupon bring you up to date. The benefits
will go right to your clients’ bottom line.

McBee

One-Write Bookkeeping Systems

(
(

) Send me your booklet on McBee’s one-write
bookkeeping systems for Real Estate Brokers.
) Have my local McBee Representative contact me.

Name

Firm
Address

Every day, McBee’s national sales force works with
accountants and customers personally developing
bookkeeping systems to fit their needs perfectly,
if one of our plans doesn’t do so already.

City/State/Zip

Phone

W10/86

299 Cherry Hill Road, Parsippany, NJ 07054 • (201) 263-3225
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Audit Time Budgets
A Cost-Benefit Analysis
By Timothy Kelley and Robert E. Seiler

Time budgets are useful tools for
scheduling the various parts of an
audit engagement and for optimal
assigning of personnel to these ac
tivities. Larger CPA firms usually
expend considerable effort in set
ting and monitoring time budgets
and in some cases even utilize com
puter programs to insure optimal
scheduling of tasks and people. In
smaller practices, such sophisticated
methods may not be utilized; never
theless, there must be some method,
either formal or informal, of estab
lishing target times for the comple
tion of the identifiable stages of an
engagement.
Time budgets are two-edged
swords. They provide benefits to
both clientand practitioner, butthey
also carry a cost. Since the benefits
which time budgets provide are
somewhat more obvious than the
costs, this article is directed primar
ily toward the cost side of the cost
benefitequation. The purposeof the
discussion is to provide data con
cerning (1) the impact that these
time budgets have on persons who
actually perform the engagement
and (2) the perceptions of auditors
about the causes of time-budget
stress. Hopefully, the data will help
CPA firms minimize the cost of time
budgeting, which appears primarily
in the form of reduced enthusiasm,
increased frustration and stress, and,
in come cases, termination and turn
over of personnel.
A cost-benefit analysis is, in es
sence, a weighing of benefits against
costs and the deciding upon a par
ticular course of action should the
benefits be greater than the costs.
The following list illustrates the
imbalance which should beachieved
between the costs and benefits of
utilizing audit time budgets. The
list shows that the benefits out
weigh the costs, tipping the scale in
favor of utilizing time budgets. If the
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time budgets are not properly ad
ministered, however, the costs may
become excessive, thus altering the
balance.

Time-Budget Costs
Job stress
Turnover
Clerical record keeping
Errors (deliberate or unintentional)
_____ Time-Budget Benefits______
Manpower planning
Job sequencing
Fee setting
Performance evaluation
Determining slippages
Planning future engagements

The Benefits
An enumeration of the benefits to
be derived from careful division of
the engagement into definable activ
ities would beof value in ourassess
ments of the costs. The benefits
spring from the preparation of a plan
showing the manhour forecast for
the completion of each audit activ
ity. A time budget would thus be set
for the cash work, receivable con
firmations, inventory observation,
vouching, and any similar activity in
the engagement which has separa
ble time requirements for comple
tion. These estimated time require
ments provide the basis for improved
planning in the following areas:
Manpower assignments. To insure
that persons with the right amount
of expertise are available at the right
time for each activity.
Sequencing. To insure the proper
scheduling of any activity that must
be completed before another is
begun.
Fee Setting. To insure that fees are
in line with the amount and type of
work required.
Monitoring the actual time spent
on each activity and comparing it to

the original budget provides addi
tional control information. Some of
the areas which are strengthened
with this feedback information are:
Performance evaluation. The per
formance of individual persons can
be measured, and those who con
sistently meet the time estimates are
identified as well as those who are
not.
Schedule slippages. If the engage
ment is falling behind the original
schedule, thisfactcan be highlighted
soonerand the extent of the slippage
can also be better gauged. This
knowledge permits better commun
ication with clients concerning ex
pected timing of work and resched
uled completion dates.
Setting future time budgets. The
planning of future engagements, and
the resultant fees, can be more ac
curately planned.

The Costs
These benefits cannot be obtained
without a cost. Obviously, the amount
of time spent on different clients
must be separately maintained for
billing purposes, buta breakdown of
time spent on each separate activity
is another matter. The task of match
ing actual time with the original
budget is primarily an internal plan
ning and control function, and it is in
the performance of this function
thatstressand anxietyare produced.
Audit personnel, especially staff and
seniors, bear the brunt of maintain
ing and reporting time on individual
activities; when actual time is
matched against the time budget as
input to the performance evaluation
process, the amount of stress can be
enormous. Fear of not meeting a
time budget for a particular activity
creates sufficient stress to necessi
tate that the fi rm’s management exer
cise constant vigilance to insure ac
curate reporting of time and to pre
vent shifting of time from one activity
to another. In extreme cases, where
performance evaluation is heavily
dependent upon meeting time bud
gets, some auditors might work over
time and not report this time on their
time report oreven mightsign off on
an audit program step without per
forming the work. In summary, the
advantages of using detailed time
budgets can be realized only at the
risk of producing behavior which is
dysfunctional to the firm, to the
firm’s personnel, and to the client.

Time-Budget Pressures
Research was recently conducted
within the profession to determine
(1) the extent of time-budget pres
sures that auditors face, (2) the
causes of these pressures, and (3)
potential strategies for reducing
these time-budget pressures. A ques
tionnaire designed to probe these
matters was sent to two hundred
auditors in the Houston and Los
Angeles areas. Auditors associated
both with large firms and with local
and regional firms were included,
and a total of 91 usable responses
were obtained (a 45% response rate).
Participants were selected so that
an approximately equal number of
replies would be received from part
ners, managers, seniors, and staff
auditors. The responses indicate that
seniors are more affected by time
budget pressure, with partners, man
agers, and staff experiencing almost
equal but lower levels of time-budget
stress. Table I reflects the propor
tion of the respondents at each or
ganizational level that found time
budgets to be (1) tight and practi
cally unattainable, (2) attainable with
considerable effort, (3) attainable
with reasonable effort, or (4) very
easy to attain.
A generally recognized principle
of budgeting, which is well docu
mented in behavioral theory, is that
a budget should be “tight but attain
able.” If it is too loose, there is little
incentive to increase one’s effort
because it can easily be achieved. If
it is too tight, there is also a loss of
incentive because “it is impossible
to achieve anyway, so why try?” If
audit time budgets are either too
loose or too tight, there will un
doubtedly be dysfunctional conse
quences.
Table I shows that respondents
reported that 48% of the audits they
had worked on in their present job
position had time budgets that re
quired considerable effort to attain
(13% plus 35%), while 52% of their
time budgets could be reasonably
attained or were easy to attain (44%
plus 8%). However, one of the most
striking figures reflected in Table I is
the fact that seniors reported budgets
to be practically unattainable 27% of
the time. This percentage is almost
three times the magnitude reported
by other groups, and is undoubtedly
a reflection of the responsibilities

and duties of seniors which make
them particularly vulnerable to bud
get pressure. For the most part,
seniors are the ones who must assign
specific tasks to staff, select audit
samples, review the work to insure
that all audit steps are completed,
and, in general, assume responsibil
ity for the completion of the field
work. They are also in a position
where time-budget performance is
an important element in the evalua
tion of their work.
These figures lead to speculation
on the impact that this very heavy
time pressure has on the turnover
rate within the profession. Studies
have shown that turnover at the
senior level is much higher than at
other points in the public account
ing career ladder. The complexities
of the factors that produce high lev
els of turnover do not permit direct
conclusions in this regard from the
data presented here, but future re
search of a behavioral nature that
probes the relationship between
time-budget pressure and turnover
would be of value to the profession.
A second question in this research
probed the perceived causes of the
high level of time-budget pressure
when it occurred. Table II reports
the reasons given by respondents.
They are listed in the order of fre
quency in which they were men
tioned. By far, the greatest amount of
pressure is produced by tying the
time budget to the fee estimate given
the client. Once a fee is established,
the pressure to complete the work
within the time permitted by that fee
can be quite intense. Time estimat
ing (second on the list) and planning
the audit (fourth on the list) are both
within the control of the personnel
of the CPA firm, but the third item on
the list, lack of client cooperation
and unanticipated problems with the
records, is not. The last three items
on the list were of far less magnitude
than the other perceived causes of
budget pressures. A conclusion may
be warranted that a significant por
tion of the time-budget pressures
are produced by policies or actions
of the public accounting firm and
are thus due to factors within the
firm’s control.
The questionnaire included one
inquiry about possible solutions to
the problem of time-budget pres
sures. These responses are shown

in Table III. The th ree most frequently
mentioned solutions were better
planning, improved communication
within the CPA firm, and avoidance
of tying time budgets to fees. These
answers are, for the most part, com
patible with the causes of stress
shown earlier. Better planning and
better communication within the firm
accounted for almost half the pro
posed solutions (21 of 49 responses),
and these solutions are feasible, even
when budgeted time and fees con
tinue to be linked.
The nine respondents who sug
gested that firms refrain from tying
time budgets to fees were all man
agers and seniors. They indicated
that CPA firms should establish rea
sonable time budgets even in those
situations where the firm expected
to “write off” and thus not bill the
client for some of the hours expected
to be worked on the audit. In other
words, these auditors suggested that
the firm should consciously absorb
the cost of low billingsand commun
icate this decision to the audit field
personnel. In this way, the pressure
on seniors or managers to work
overtime but not report some of
these hours on their time reports
would be removed.

Conclusions
In a cost-benefit analysis, one
weighs the benefits against the costs
to determine whether a particular
course of action should be under
taken. Audit time budgets that have
detailed time allotments for each
aspect of the engagement will have
benefits in excess of costs, provided
that the time budgets are used in
such a manner that dysfunctional
behavior rarely occurs.
According to many of the auditors
in this study who reported the exis
tence of tight time-budget pressures,
the cost of time budgets may be min
imized through better planning and
communication within the firm. Fol
lowing these suggestions, the extent
to which meeting the budget will
enter into the performance evalua
tion process should be clearly com
municated, especially to seniors who
experience greater amounts of bud
getary pressure. Another possible
method of lessening the cost side of
the picture is a more careful distri
bution of time-budget allotments to
each segment of the engagement,
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TABLE I
Time-Budget Difficulty Experienced By Auditors

% of the Time
All
That Budgets
Respondents
Were Considered Partners Managers Seniors
Staff
Combined
Very tight,
practically
unattainable
27%
9%
10%
8%
13%
Attainable with
considerable effort
39
34
29
40
35
Attainable with
44
reasonable effort
45
38
45
44
Very easy to attain
8
11
7
6
8
100%
100%
100%
100%
100%
(N = 25) (N = 22) (N = 21) (N = 19)
(N = 87)

with participation to the extent pos
sible by those who must meet the
time budgets. This would prevent
perceptions by those doing the field
work that the time budget is “unat
tainable” to begin with. The time
required in prior years’audits should
be carefully reviewed before it is set
as the basis for the current year’s
time budget. Errors in the prioryear’s
time budget or in the clerical record
ing of time (either knowingly or
inadvertently) should be searched
out and corrected before the new
time budget is set. These efforts will
not only increase the benefits of
time budgeting but will also consid
erably decrease the costs.Ω

*These statistics reflect the arithmetical means of the aggregate responses by auditors to the
question, “What percentage of the audits that you have worked on in your present job position
have had budgets that were (1) very tight, practically unattainable, (2) attainable with con
siderable effort, etc.?” Of the 91 respondents, 4 did not answer this question.

TABLE II
Perceived Causes of Time-Budget Pressures

(1) Client fee pressures
(2) Poor/optimistic time estimating
(3) Lack of client cooperation/unanticipated
problems with client records
(4) Poor planning of audit
(5) Overemphasis on rewarding “making budget”
(6) Underreporting of chargeable hours by prior
year’s audit team
(7) Overestimate by staff of the importance of
“making budget”
TOTAL RESPONSES

All Auditors
(No. of Responses)
42
21

20
19
5
4

__ 4
115*

‘Some respondents listed more than one cause of time-budget pressures.

Tim Kelley, CPA, Ph.D. is an assis
tant professor of accounting at the
University of San Diego. He holds a
Ph.D. from the University of Hous
ton, an MBA from California State
University, Long Beach and a B.S.
in accounting from Loyola Marymount University. He is a member
of the AICPA and the California
society of CPAs and was formerly
with Arthur Andersen & Co.

TABLE III
Proposed Solutions to the Problems of Time-Budget Pressures

Better planning to establish reasonable budgets
Improve communication within CPA firms
Stop tying budgets to fees
Better communication with client
Pessimistic — see no solution to problems
Improve efficiency of audits
Stop price cutting to obtain new clients
More ethics and professionalism
TOTAL NUMBER OF RESPONSES

All Auditors
(No. of Responses)
11
10
9
5
5
4
3
2
49

*This table reflects responses to an open-ended question asking for “suggested solutions” to
the problem of time-budget pressures in public accounting firms. Only the respondents who
perceived that time-budget pressures were a significant problem for the profession (54% of all
respondents) answered this question.
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fessor of accounting at the Univer
sity of Houston, University Park
Campus. He is a member of the
Texas State Society of CPA’s, Finan
cial Executives Institute, AICPA, and
AAA. He is a frequent publisher in
professional accounting journals and
has recently published a book.

Telecommuting Adds
A New Dimension To
Office In The Home
Steps to Qualify for a Business Deduction
By Karen A. Fortin and Shirley Dennis-Escoffier

With the proliferation of personal
computers, telecommuting — work
ing at home, most frequently with
some form of computer or word
processing equipment — is growing
in popularity as an alternative to
working at the office. These “tele
commuters” generally maintain of
fice contact via phone modems and/
or occasional days of physical pres
ence. As this trend grows, more tax
payers will be interested in qualify
ing their home work space for the
home office tax deduction. This ar
ticle looks at the requirements tele
commuters must meet to qualify for
this deduction.

Telecommuting — a Growing
Trend
It has been estimated that today
as many as 100,000 people regularly
work at home at least part-time and
that more than 350 companies have
formal or informal telecommuting
programs for their employees.1 Em
ployees who telecommute enjoy
freedom from commuting time, sav
ings on gas bills, and flexible work
ing hours. Employers generally bene
fit through decreased overhead costs
and increased productivity. While
some companies view telecommut
ing as only a part-time or temporary
alternative to working in the office,
other companies encourage or re
quire employees with specific job
responsibilities to work full time at
home.The type of program the em
ployer has may very well affect the
employee’s ability to claim an office
in the home deduction. Tax planning
is needed if employees are to secure
this deduction.

Limitations on Office in the
Home Deductions
Prior to 1976, Sections 162, 212,
and 262 governed home office de
ductions allowing only “ordinary
and necessary” business expenses.
These sections were given conflict
ing interpretations by the Tax Court
and the Internal Revenue Service
(IRS). The Tax Court based its stan
dard for home office expenses on
the Supreme Court’s definition of
“necessary” as being “appropriate
and helpful.”5 Following this defini
tion of “necessary,” the Tax Court
allowed deductions even when the
taxpayer’s employer provided ade
quate work space and did not require
that he work at home.6 On the other
hand, the Commissioner argued for
a stricter standard, i.e., the taxpayer
had to show that he had to provide
his own work spaceasa condition of
his employment.7
In 1976, Congress resolved the
conflict between the Tax Court and
the IRS by enacting section 280A.
Under Section 280A(c) (1), a tax
payer may take a deduction for the
business use of that part of the
home used exclusively and on a
regular basis under one of the follow
ing conditions:
1. As the principal place of busi
ness for a taxpayer’s primary or
secondary trade or business.
2. As a place used to meet or deal
with patients, clients or cus
tomers in the normal course of
the taxpayer’s trade or business.
3. Or a separate structure, appur
tenant but not attached to the
taxpayer’s residence, used in
the taxpayer’s trade or business.

If the person claiming the home
office deduction is considered an
employee, he must meet the addi
tional qualification thatthe use is for
the convenience of the employer.
Section 280A(c) (3) has been used
recently to circumvent the strict re
quirements of Section 280A(c) (1).
In Feldman8, the taxpayer was al
lowed a home office deduction when
he rented space to his employer to
the extent of the rental income de
rived. This latter scenario is under
attack by Congress, however, and
should not be relied on without cau
tion. In the sections following, each
of the specific Section 280A require
ments and alternatives are discussed
in detail.

Exclusive Use Test
When qualifying a portion of the
home under Section 280A(c) (1) as
an office, the taxpayer must have a
specific area used exclusively and
regularly forthat purpose. The Naggar case9 demonstrates the need to
assign a specific portion of the home
to the business function. In Naggar,
a husband and wife ran their own
business out of their apartment.
Since the business activities per
meated the entire apartment, no por
tion of the apartment was used ex
clusively for business. Most areas of
the home served a combination of
business and personal needs and,
thus, no deduction was allowed.
The home office, however, does
not have to be in a separate room; it
can be a specific portion of a room
as determined in Weightman.10 In
this case, a college professor used a
specific portion of his bedroom to
prepare lectures, grade papers, and
do professional writing. The IRS
argued that the home office had to
be a separate room and not just a
portion of a room. ButtheTax Court
held that there was nothing in the
statute or its legislative history that
required that interpretation. As long
as a portion of the room is regularly
and exclusively used for the busi
ness purpose, the deduction is al
lowed.
It is most likely that a telecom
muter will use a portion of his resi
dence for business. These cases
clearly pointto the need forthe tele
commuter to set aside a room(s) ora
specific portion of a room to be used
for work and nothing else. If this
requirement is not met, no home
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office deduction will be allowed.
This, however, is only the first hur
dle in qualifying for the deduction
under Section 280A(c) (1). One of
the three other conditions must also
be met. That is, the home office must
be the principal place of business, a
place used by clients or customers,
or a structure separate from the
residence.
Principal Place of Business. Deter
mining the principal place of busi
ness may be difficult for some tele
commuters. Those who work at home
full time and are not provided an
office by their employer should not
have a problem here. However, em
ployees who work at home only part
of the time, going into the employ
er’s office either occasionally or on a
regular basis, may have a more diffi
cult time substantiating that their
home office is their principal place
of business.
Until recently, the courts have held
that the principal place of business
or focal point of work for an em
ployee is the employer’s place of
business. The Tax Court originated
the “focal point” concept in Baie11 in
which a taxpayer who operated a
hot dog stand contended that her
home was her principal place of busi
ness because she prepared food for
sale there and used a portion of the
home for recordkeeping. The court
held that the focal point of the tax
payer’s activities had to be identified
in order to determine the principal
place of business. The court con
cluded that the hot dog stand, not
the residence, was the principal
place of business. Although the
preparation of food was beneficial
to the overall success of the busi
ness, the court felt that this did not
shift the focal pointfrom the hotdog
stand, where the sales were made.
The court identified the focal point
as the place where goods or services
are transferred to customers and as
the place where the income-produc
ing event occurs. Since Baie, the
courts have generally held that an
employee’s place of business is that
of his employer. However, two recent
cases, Drucker12 and Weissman13
present a more liberal viewpoint.
It remains to be seen to what
extent telecommuters will beableto
use Druckerand Weissman to estab
lish a principal place of business
other than the employer’s premises.
Nevertheless, Druckerand Weissman
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represent a significant opportunity,
at least in the Second Circuit, of
refuting the Tax Court’s general con
tention that an employee’s principal
place of business is invariably the
same as the employer’s. The deter
mining factors seem to be: (1) the
relative amounts of time the tax
payer spends at the home office ver
sus the employer’s place of busi
ness; (2) the type of activity engaged
in, i.e., an essential (as opposed to
supportive) work-related activity;
and (3) the employer-provided facil
ities unsuitability for the activities at
which an employee must spend a
majority of his working time. These
assumptions appear to be further
confirmed by Proposed Reg. Sec.
1.280A-2(b) (3) which lists items to
be considered in determining the
principal place of business. These
items include the amount of time
spent on business activities at each
location and the facilities available
at each location.

A taxpayer may take a
deduction for the
business use of that
part of the home used
exclusively and on a
regular basis.
Independent Contractor. A more
straightforward way to substantiate
the home office as the principal
place of business is to qualify the
telecommuter as an independent
contractor. To do this, the telecom
muter must avoid employee status
as defined in Reg. Sec. 31.3401(c).
This section specifies that an em
ployee is subject to the direction of
the employer not only as to what
shall be done but how it shall be
done. “[I]t is not necessary that the
employer actually direct or control
the manner in which the services are
performed; it is sufficient if he has
the right to do so”14 The individual
will not be considered an employee
if he is . . subject to the control or
direction of another merely as to the
result to be accomplished by the
work and not as to the means and
methods for accomplishing the re
sult . . .”15 (emphasisadded). Due to
the nature of telecommuting and its
inherent lack of continued in-office

supervision, tasks performed by a
telecommuter should be results ori
ented. While it may not be possible
in all cases, most telecommuting
jobs should lend themselves to this
results orientation. One can argue
that the “how” includes at what time
the work is done. Most telecommut
ers may set their own hours as long
as the work is completed by a spe
cific deadline. Furthermore, if the
telecommuter works for several dif
ferent employers, rather than just
one, it will strengthen the case for
the independent contractor status.
If the telecommuter qualifies as an
independent contractor, then the
home office generally meets the
principal place of business require
ment even if the taxpayer spends
significant amounts of time at other
locations. The taxpayer will not be
deemed to have another location as
the principal place of business unless
the activities at a single other loca
tion are more substantial, under all
the facts, than the activities con
ducted at the home office.
Use of Home Office by Clients and
Customers. The home office may
also be deductible if the taxpayer
uses it to meet clients or customers
in the normal course of business.
Unlike the previous test, the home
office need not be the primary busi
ness location. Rather, the home
office needs only to serve as a place
for meeting or dealing. Proposed
Reg. Sec. 1.280A-2(c), however, re
quires substantial use of the home
office that is integral to the conduct
of the taxpayer’s business. Thus,
occasional meetingsare insufficient
to satisfy this test.
Another critical issue is the defini
tion of “meeting” and “dealing.”
Green16 addresses the question of
whether telephone communication
with clients would qualify the home
office as a place used by clients or
customers. An account executive
managed sevencondominiumsfora
real estate development firm. As part
of his employment, he was required
to handle calls at home during the
evening from clients who could not
reach him during the day. The tax
payer maintained an office in his
home which he used exclusively and
on a regular basisforthis purpose. A
divided Tax Court held that use in
meeting or dealing with clients was
not restricted to physical meetings.
The court determined that the words

“or dealing” encompassed the pos
sibility of less than physical contact,
such as a telephone call. The Ninth
Circuit Court of Appeals, however,
reversed the Tax Court’s decision,
stating that the “use by clients” ex
ception normally required physical
contact. The court further noted that
to allow a deduction for the use of a
portion of a personal residence for
receiving phone calls would becon
trary to the goal of Congress in
enacting Section 280A by tying de
ductions to expenses. The court felt
that it was unlikely substantial ex
pense would be incurred readying a
room for phone calls.
The Tax Court then followed the
Ninth Circuit’s reversal of Green in
Frankel.17 The taxpayer, an editor
for the New York Times, used the
phone in his home office to talk to
other employees of the Times and to
politicians and community leaders
in connection with his editorial re
sponsibilities. The Court conceded
that in order to have done his work at
the office, he would have had to stay
at his office almost 24 hours a day.
The employer paid for his business
phone at home, and it was conceded
that the extensive and regular use of
the home office was a business
necessity, not a personal conveni
ence. The Court, however, denied
the deduction, stating that telephone
contact alone did not satisfy the
“meeting or dealing” exception in
Sec. 280A.
To qualify a home office under this
requirement, the telecommuter must
prove that he is meeting with the
clients on a regular basis. A diary or
contemporaneous record of some
sort should be kept to document all
meetings held with clients in the
home office. This diary should indi
cate the date, time, client or cus
tomer name, and purpose of the
meeting. These meetings must be
frequent and an integral part of the
business of the telecommuter.
Separate Structure. If the tele
commuter is fortunate enough to
have a separate structure (such as a
garage or guest house) that can be
used as the home office, then it
becomes much easier to qualify for
the deduction. If the home office is
physically separated from the resi
dence (presumably a fraction of an
inch will do), it would not have to be
either a principal place of business
or a place for meeting clients. Phys

ical separation alone satisfies one of
the three alternative situations in
which home office deductions are
allowed. Thisexception was included
in Section 280A because the cost of
maintaining a separate structure
solely for business use was perceived
as a sufficient barrier to the abuses
Congress sought to curb. However,
if the telecommuter already has a
separate structure, the cost of con
verting it to an office may not be
prohibitive. He should consider the
cost of converting or constructing
a separate structure, the improve
ment’s impact on the overall value of
the property, the ability to qualify
under one of the other requirements,
and the value of any tax benefits
available.
If the office is not on the same
property as the principal residence,
telecommuters can use the more
liberal ordinary and necessary ex
pense requirements of Sec. 162 and
are not limited to the restrictive pro
visions of Sec. 280A as shown in
Morant.™ In this case, the taxpayer
maintained a storefront office. The
Tax Court held that the storefront
office was not part of a dwelling, nor
a separate structure near a dwelling.
Thus, it was not subject to the limita
tions of Sec. 280A. Instead, the Court
looked to whether the storefront
office expenses were “ordinary and
necessary” and reasonable in con
nection with the business purpose.
Although this particular case was
extremely weak on facts, the case at
least acknowledges that an employee
who has a completely nonresiden
tial office may be able to show that
there is a bona fide business pur
pose for the office expense.

Convenience of the Employer
In orderfor an employee to qualify
the home office for a deduction
under any one of the Section 280A(c)
(1) requirements, the home office
must be for the “convenience of his
employer” rather than his personal
convenience only. Neither the Code
nor legislative history clearly defines
“convenience of his employer.” The
Committee Reports to Section 280A
state, “[i]f the use is merely appro
priate and helpful, no deduction at
tributable to such use will be allow
able.19 Although the old “appropriate
and helpful” test may no longer be a
correct standard to follow, Congress
could have said that the home office

had to be “required” by the employer
(as it did for Sec. 280F(d) (3) (A))
instead of just for his “convenience.”
However, it chose not to. Thus, the
test may be met where the employer
does not specifically require the
home office, but the employee finds
such an office a necessity in order to
properly carry on his employment
responsibilities. Weissman20 sheds
additional light on the issue of the
“convenience of his employer.” The
court, in allowing deductions for
home office expenses, recognized
several criteria forestablishing “con
venience of the employer”:
1. The home office was maintained
exclusively for use in employ
ment-related activities neces
sary for the performance of the
taxpayer’s employment duties;
2. The employer did not provide
suitable space for engaging in
the necessary employment-re
lated activities; and
3. The maintenance of a home
office spared the employer the
cost of providing a suitable pri
vate office.

Telecommuters can establish em
ployer convenience in several ways.
First, telecommuters require less
office space, resulting in overhead
savings for the employers. This ap
plies not only to employees who work
exclusively at home but also to those
whospend only a part oftheirtimeat
the employer’s office. For example,
if five telecommuters each spend
one day per week in the employer’s
office, they could all share the same
office, each using it on a different
day. This provides an 80 percent sav
ings in office space for these em
ployees.
Employers may also reap savings
when employees work at home dur
ing late evening hours. Employees
can use on-line data bases during
off-peak hours usually at lower rates
than day on-line time. Employees
who would hesitate to work late at
night (during off-peak hours) at an
office because of security problems
might willingly work at night at home.
This saves dollars for the employers
in both computer charges and secur
ity services.
Another major area of savings is
related to pregnancy leaves. Often
companies must hire temporary
employees to replace a permanent
employee on pregnancy leave. By
allowing the pregnant employee to
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work at home, she would be able to
work beyond the time she normally
could work at the office and possibly
return to work much sooner after
childbirth. Not only is it more con
venient to have a trained employee
continue working, the cost of hiring
and training temporary employees
(if even available at all) is saved.

Rental Use Exception
Section 280A(c) (3) has a special
exception for rental use of a resi
dence or part of a residence which
differs substantially from the restric
tive requirements of Section 280A(c)
(1). Deductions for expenses asso
ciated with this rental exception are
limited to rental income derived from
it. In Feldman21, the taxpayer was a
shareholder and director of a CPA
firm operating as a professional
corporation. A rental agreement was
drafted by the taxpayer specifying
that space in the taxpayer’s newly
constructed home was rented to the
CPA firm. The home office was used
to provide uninterrupted work time
for the taxpayer and a place for con
fidential communications with other
firm directors. The taxpayer included
the rental income on his return and
deducted the otherwise allowable
expenses (interest and property
taxes), as well as other home office
deductions (including pro rata por
tions of insurance, utilities, repairs,
maid service, city charges, and pest
control). The IRS disallowed the
home office deductions not other
wise allowable, arguing that this ar
rangement was a sham to disguise
compensation as rental income and
allow the taxpayer to escape the
strict home office deduction rules of
Section 280A(c) (1).
The Tax Court agreed that there
was a bona fide rental transaction
and allowed all the deductions. The
Court based its decision on the fol
lowing factors:
1. The rent compensated the tax
payer for use of his home for the
business purposes of the em
ployer;
2. There was no evidence to sug
gest that the payments would
have been made to the taxpayer
as additional compensation if
there had not been a rental
agreement;
3. The lease clearly identified the
physical space used;
4. The rented space had a deter
minable rental value; and
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5. Deductions were supported by
proof of the costs attributable
to the leased space.

This favorable decision for the
taxpayer was reached in spite of the
fact that the taxpayer had sufficient
control and influence to cause the
employer to enter into the lease
agreement. A concurring opinion
was filed in the case stating that all
similar future cases would be re
viewed carefully to ensure that com
pensation was not being disguised
as rent. A substantial dissent (5
judges), however, agreed with the
IRS and argued that the doctrine of
substance over form should be in
voked. This dissenting view was that
this transaction was an attempt to
subvert the requirements of Section
280A(c) (1) by a narrow, literal view
of Section 280A(c) (3) (the rental
exception), rather than complying
with the overall purpose of the
statute.
If Feldman holds up under appeal,
however, this type of rental arrange
ment would be most effective in in
creasing deductions for the telecom
muter. The rental arrangement itself
generates deductions (depreciation,
insurance, utilities, etc.) that would
not be otherwise available. Neverthe
less, one must beextremely cautious
since both the majority and con
curring opinions in Feldman indi
cated that bona fide rental treatment
will not be available if rent is paid in
lieu of compensation.
In addition, it should be noted that
the House Ways and Means Com
mittee is considering a major change
in the home office rules in this area.
This would require the taxpayer to
meet the Section 280A(c) (1) criteria
if he leases a portion of his home to
his employer. This would effectively
prevent taxpayers from using the
Feldman approach.

Limitations on Deductible
Expenses
Even if the telecommuter qualifies
for a home office deduction under
Sec. 280A(c) (1) or (3), Sec. 280A(c)
(5) limits deductions to the gross
income from the qualifying use dur
ing the taxable year. In addition, a
specific ordering of deductions is
required; i.e., those expenses which
would be deductible regardless of
whether the property was used for
business purposes must be deducted

first. For example, interest, taxes,
and casualty losses are deductible
by the taxpayer on his individual
return for his personal residence
regardless of the business use. The
telecommuter must apportion these
expenses, however, to the office por
tion of the home and deduct them
before any other items can be con
sidered. The telecommuter may then
deduct a portion of utilities, mainte
nance, rent, or depreciation to the
extent of the remaining gross in
come. Depreciation, a deduction
which reduces basis, is considered
last; basis, then, is only reduced for
the allowable portion of the depre
ciation deduction.
In Feldman22, the Tax Court indi
cated it would not follow a long
standing revenue ruling23 that allows
an allocation based on a compari
son of rooms (a one-room home
office out of a 10-room house equals
10 percent of the expenses allocated
to the office). The opinion in Feld
man indicated that the square foot
age method should be used because
it is more precise and, therefore,
more reasonable.
The Scott24 case is also relevant to
the deduction limitation since Pro
posed Regs. Sec. 1,280A-2(i) (2) (iii)
limit home office deductions to gross
income minus expenses attributable
to the business. The proposed regu
lations stated that for purposes of
the Sec. 280A limitations, gross in
come meant “gross income from the
business activity in the unit reduced
by expenditures required for the
activity but not allocable to the use
of the unit itself, such as expendi
tures for supplies and compensa
tion paid to other persons.”25 Such
an interpretation would drastically
reduce deductions for the taxpayer.
The Court rejected this interpreta
tion in Scott and held that “gross
income refers to the receipts of a
business before subtraction of the
expenses of the business.”
When a telecommuter rents a por
tion of his home to his employer as
an office, the deductions are limited
to the rental income derived. He
cannot include any of his salary or
other compensation in gross income.
And, again, gross rental income must
first be reduced by the apportioned
amount of the otherwise deductible
expenses.26 As a result, no loss can
ever be recognized from the rental
of a home office. Allocable deduc-

tions will not be able to be used if
rental incomedoes notat feast equal
the total of potential deductions.
The House Ways and Means Com
mittee, however, is considering lim
iting the amount of the home office
deduction fora year to the taxpayers
net income (rather than gross in
come) from that business. Unused
deductions under this net income
limitation could be carried forward
to future years against future net
income from that business. This
change would mean that all other
business expenses (such as sup
plies) would be deducted first, pre
venting the telecommuter from hav
ing a loss if any home expenses are
claimed. This provision is similar to
that in the Proposed Regs. invali
dated by the Tax Court in Scott.27

Summary
The various steps to qualify the
home office as a deduction are illus
trated by the flow chart in Figure 1.
Essentially, to qualify for an expense
deduction for a home office, a tele
commuter should:
1. Use a separate structure, such
as a garage, for the home office
since it is not necessary to prove
that it is the principal place of
business or a place to meet
clients, etc., or
2. If a separate structure is not
available, a room or portion of a

room is acceptable.

The home office must be in a area
that will not be used for any purpose
other than that of the home office.
The case for a home office will be
strengthened if additional expenses
(over and above those for personal
use of the space) are incurred in
converting the area into a home
office. In this latter case, the em
ployee must also establish that the
home office is either the principal
place of business or the place where
he meets clients on a regular basis.
If the telecommuter qualifies as an
independent contractor, it is much
easier to qualify the office as the
principal place of business. In addi
tion, employees (as opposed to pri
vate contractors) must prove that
the office is for the convenience of
the employer.
If the home office falls under the
rental use exception, the lease or
other document must clearly spec
ify both the lease terms and the bus
iness purpose. The office space
should be a specified area that is
used exclusively for the business
purpose. The rent should be reason
able in amount and no more than
fair rental value forcomparable office
space in the community. If the tele
commuter fails to follow the guide
lines given, he or she risks having a
valid business deduction disallowed.
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Widespread
Computerization and
Automation of
Business Operations
Part II: Impact of New Developments
on the Profession
Edited by Elise G. Jancura

One of the issues raised by the
Future Issues Committee of the
American Institute of Certified Pub
lic Accountants in its 1984 report,
“Major Issues for the CPA Profes
sion and The AICPA,” was the fol
lowing:
The widespread use of computers
is changing the traditional clientCPA relationship, expanding the
scope of services, fostering com
petition, and creating changes in
the operating structure of CPA
firms and businesses generally.
Within the next two decades, the
increasingly rapid growth in com
puter and information technology
is expected to revolutionize busi
ness practice in all areas and create
a host of new products and serv
ices.

The Electronic Data Processing
(EDP) Technology Research Sub
committee was asked by the Chair
man of the Board of Directors of the
AICPA to address this issue. The
committee met over the next year
and prepared a report that was sub
mitted to the Board of Directors in
September 1985. Members of the
EDPTechnology Research Subcom
mittee who prepared this report were:
John Lehman, Chairman (Touche
Ross & Co.)
John G. Baab (Ernst & Whinney)
Robert D. Gilges (Peat, Marwick,
Mitchell & Co.)
Elise G. Jancura (Cleveland State
University)
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James C. Kinard (The Ohio State
University)
John T. Overbey (Western Caro
lina University)
Richard S. Robins (MONY - Mutual
Life of N.Y.)
Trevor R. Stewart (Deloitte Has
kins & Sells)
Arnold Wasserman (Coopers &
Lybrand)
Two major sections of the report
addressed the following topics: (1)
the new developments in computer
technology, the business commun
ity, and the profession, and (2) the
impact of these new developments
on the profession. The first section
appeared in the July issue. This arti
cle reproduces the second section
of that report.

Impact on Auditing
The impact of all these new devel
opments will probably be evolution
ary, but will seem, at times, almost
revolutionary, given the propensity
of people to react slowly to change.
As with most things, the impact of
these new developments on future
audits falls into a range of modest
impact to dramatic impact. On the
low end of the scale, we would
expect to perform audits in the tradi
tional way, using a micro-computer
as a super calculator. On the high
end, we might expect to change
what we audit, as well as how we
audit.

Effectiveness. Audits of the future
will contain more analytical review
because the micro-computer will
make possible more calculationsand
statistical analyses without being
cost prohibitive, as might have been
the case with manual methods. More
projections of expected results for a
company will be made, which can
then be compared to actual results.
Efficiency. Micro-computers pro
cess vast amounts of data quickly
and accurately; thus, most clerical
tasks will be eliminated. Once the
technology is widely available for
down-loading of data from a client’s
mainframe to the auditor’s micro
computer on an easy, routine basis,
the data input problem will be solved
and efficiency greatly enhanced. The
efficiency on audits in terms of re
duced hours will come without an
offset in equipment cost as equip
ment cost continues to shrink. Stor
age of files and the space they
occupy will no longer be a problem,
particularly if laser discs, capable of
storing several hundred thousand
images, are utilized.
Portability. Lap-size portable
micro-computers are already a real
ity, buttheir usefulness will increase
as they take on more of the storage
and computing capabilities of the
current transportable machines. In
short, the auditor will rely on his
micro-computer in much the same
way as he does his hand-held calcu
lator today.
Use of Expert Systems. Expert
systems and artificial intelligence
have potential for becoming house
hold words in the profession in the
future. Expert systems—computer
programs for making inferences
about a set of facts comparable to
the inferences an expert auditor
would make—hold great promise as
an audit tool. Nevertheless, concerns
about turning auditor judgment over
to a machine and training new ac
countants in the art of judgment
when a machine can already do it
are issues which will need to be
addressed by the profession.
Change in Staff Mix. Most likely
there will be a change in the mix of
audit staff as we know it today. In
one scenario, the staff might consist
of middle level personnel to perform
an initial review of data generated by
paraprofessionals. In another sce
nario, the staff might consist of lower
level personnel generating comput-

erized work papers to be reviewed
by executives. This might be the
case where expert systems are used.
It is not yet clear what the typical
staffing pattern will be, but most cer
tainly it will be different from today
and will cause a change in the way
executives are trained and devel
oped.
Complexity of Client Systems. The
complexity of client systems may
conceivably grow to the point where
they become impractical to audit
using today’s methodologies and
techniques. The auditor may have to
place greater reliance on built-in
vendor security measures and con
trol mechanisms and even declare
reliance in his accountant’s report
on dominant vendors that have re
ceived independent, third-party tech
nical audits as an expert.
Audits of Client Databases and
Systems for Shifting Financial Re
porting. Some notable members of
the profession are already project
ing that the future principal report
ing vehicle of a corporation will be
multi-layered databases instead of
financial statements. As database
reporting develops to supplant tra
ditional reporting, dramatic changes
will necessarily affect public ac
countants. A shifted emphasis in
training will be required to help staff
develop into information profes
sionals rather than auditors of fi
nancial statements. Auditors may
find themselves attesting to the reli
ability of the database system and
its controls. Attestation may focus
on a continuous system, rather than
on specific outputs. This career mi
gration from auditors of financial
statements to auditors of databases
could have a dramatic impact on
opportunities for the profession.
Besides auditing the database of
information about a particular com
pany, the profession could find that
audits are demanded for public dat
abases dealing with information
broader than just a company. An
other new audit opportunity that has
recently arisen is the certification of
computer software and hardware
systems. Thisauditfunction will cer
tainly expand and be assumed by
others if the accounting profession
delays or defers action in this area.

Impact On The Tax Practice
The impact of technological devel
opments, at least in the near-term,

may have the greatest impact on the
tax practice of the CPA firm. It can
be said with virtual certainty that
significant changes will occur (and
already are occurring) in the tax
practice. Furthermore, without some
dramatic action by the profession,
the tax practice as presently known
could be eliminated by the use of
rapidly developing technology by
non-CPA tax “experts." The tradi
tional areas of the tax practice can
be divided into tax planning and tax
compliance. In both of these areas,
the computer and competition
among hardware and software ven
dors are putting significant pressure
on the fees CPAs are able to charge
for their services. Frequently, the
client is asked to complete a lengthy
questionnaire relating to income,
expenses and other tax transactions.
This information is then input to a
computer and a computer-generated
return is given to the client. The
client all too often asks the question,
“Since I collected and organized the
information and the computer pre
pared the return, why is my fee so
high?” With the increasing use of
micro-computer tax planning soft
ware, the same questions are being
asked concerning fees for tax plan
ning services.
Personal financial planning, a
rapidly growing area for many CPAs,
has become micro-computer based
almost from inception. The micro
computer generally has made this
service feasible for the less wealthy
because of the computer’s ability to
allow several alternative calculations
to be performed quickly once the
basic data has been input.
In the past several years, there
have been frequent changes in the
tax laws. This has resulted in a sig
nificant increase in effort and ex
pense for CPAs because of time
required to read and analyze the
changes, disseminate materials, and
provide training to staff members.
Automated taxcomplianceand auto
mated planning are greatly simpli
fied by changing the computer pro
gram and distributing, if necessary,
the altered programs to the office
locations.
The current areas of technology
responsible for the evolutionary
changes in the tax practice include:
• Micro-computers characterized
by decreasing cost and increas
ing capabilities

• Increase in user friendly and
lower cost software development
by competing vendors who rec
ognize that the friendlier the soft
ware, the larger the market
• Decrease in costand increase in
speed of laser and other types of
printers that are capable of print
ing forms acceptable to the IRS
• Decrease in costand increase in
speed of telecommunications
that make feasible the rapid
transmission of data to remote
locations

In the area of emerging technol
ogy are the expert system and, even
tually, artificial intelligence (Al) ma
chines. At present, there are some
expert systems that can out-perform
professionals in some areas, such as
mineral exploration. It is a matter of
conjecture as to the timing of the
arrival of the expert tax system; one
to five years is clearly a good esti
mate. It is not a matter of conjecture,
however, that “it” will arrive.
Fully evolved Al will be a computer
like machine that can actually think,
reason, make inferences, learn from
its mistakes and consult with other
experts just as human beings do. It
is again a matter of conjecture as to
whetherthe human thinking machine
can ever be constructed. However,
too much time and money are being
devoted to this area by large corpo
rations, small think tanks, and na
tional governments to pass Al off as
science fiction.
It is the prediction of the sub
committee that a machine will be
developed within the next 10 to 20
years that will be better than the best
human tax professionals. It will have
access and instant recall of all of the
IRS codes, regulations, court cases
and rulings. It will have access to an
almost infinite number of case stu
dies and experiences from actual
practice. Moreover, a tax-based ex
pert system will seek the counsel of
human tax professionals when the
system itself cannot provide an
answer. Already, the subcommittee
is aware of attempts to develop tax
based expert systems for the smaller
domain estate taxation area.
Concurrent with these advancing
technologies is an increase in com
petition from institutions not pre
viously included in tax planning and
tax compliance practice. Generally
speaking, competition has come
from attorneys and, to some degree
at the low income end, from special
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ized tax preparation organizations.
With the advent of deregulation of
financial institutions, several other
competitors in the tax planning and
tax preparation areas have appeared
or have increased their marketing
efforts in the tax area. Banks, brok
erage houses, certified financial
planners, insurance companies and
the so-called financial supermarkets
are actively entering the tax area.
This new competition can be divided
into two categories: low capital
competitors and high capital com
petitors.
Low capital competitors include
lowcost micro-computers with both
tax planning and preparation soft
ware and printers capable of pro
ducing acceptable forms. Software
will be user friendly, and software
vendors might even add access to
tax experts for more complex situa
tions. Another low capital (actually
low incremental capital) class of
competitors includes the service/
product linking competitors such as
banks, brokerage houses, insurance
companies, certified financial plan
ners, and financial supermarkets.
With low cost tax preparation and
tax planning software and micro
computers, all of these groups can
enter or increase market penetra
tion with relatively small incremen
tal capital requirements. It is appar
ent that low capital competitors are
here and may continue to take busi
ness away from the CPA.
High capital competitors include
the expert systems and ultimately
the Al machine. The expert system
will have the following characteris
tics:
1. Very high development costs
2. Very high volume capabilities
3. Very high potential returns on
investment
4. Low personnel costs
5. Low site costs
The institutions most likely to
develop such expert systems will be
large banks, brokerage houses, in
surance companies and financial
supermarkets.
The high capital competitors are
being developed, yet market entry
is, at this time, not predictable.
However, the profession should
develop specific action plans and
begin immediately to implement
those plans or the high capital com
petitors could take away a substan
tial portion of the tax practice from
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CPAs — a portion significant to the
larger firms, perhaps critical to the
smaller firms and individual practi
tioners.

Impact on Management
Advisory Services (MAS)
Small Systems. Numerous EDP/
software consulting opportunities
will emerge in the area of small
systems and financial management
software. The party on the front line,
the professional who first hears of
the client’s need, is either the audi
tor, the tax specialist, or the small
business services partner. The pro
fessional should be fully equipped
to advise clients and implement
micro-based financial management
applications.
The traditional electronic data
processing/information system
(EDP/IS) consultant has been per
ceived as a big system expert and,
therefore, too expensive for the small
businessman. Also, the EDP/ISconsultant has been perceived as allied
to the Management Information
System (MIS) tradition which did
not service the end-user sufficiently
and, in fact, was often autocratic,
technocratic and bureaucratic. In
creasingly, end-users have felt more
knowledgeable about PCs than the
“computer experts” of the CPA firms,
apparently because the EDP/IS con
sultants have not taken the initiative
on end-user computing advice and
initially have not been well equipped
to respond to client queries. Finally,
it became obvious to business organ
izations with small systems that mas
sive training was needed, yet these
businesses have not viewed their
EDP consultants as training special
ists.
The business solution is the key to
small systems consulting; therefore,
the business person’s trusted advi
sors, usually financial experts, are
the ones being consulted. Thus, in
some CPA firms, the financial man
agement consultants are sought out
first; in others, the auditors alone
handle the opportunities. Another
approach involves training a cadre
of private business practitioners.
The local and regional firms finally
have grasped the unique opportuni
ties they have to generate new reve
nue and bring new clients in the
door through micro-computer con
sulting. In many cases, large num
bers of staff members from these

firms are taking whatever training
courses they can find. They emerge
from these courses as a new genera
tion, so to speak, of computer experts
although they may not be part of a
formal MAS practice unit in these
smaller firms. Butas they are already
trusted by the client and have expo
sure to the business needs, they will
get a great deal of this business. In
other cases, regional firms have ac
quired computer dealerships and
have transformed their staff into im
plementers, trainers and software
selection advisors. There is clear
indication that the large CPA firms
as a group have lost some of the
initiative in small systemsconsulting.
In addition to the above discus
sion, there are other cases where a
business doesn’t go to the CPA firm
at all. If the auditors are too busy or
are inadequately trained, it is diffi
cult to engage the MAS consultants
for a short-term, small fee project,
and the private business advisor has
limited exposure to the industry/
client-specific application software
market. The business may then go
to a small, independent consulting
firm which attractively packages
sales and training, to the local busi
ness school professors or students
or to a CPA in private practice.
Large Systems. What’s left for
these specialist MAS consultants is
plenty, however. In the first place,
there will be large systems for a long
time to come, with their attendant
problems, life cycle upgrade and
replacement requirements, and the
appropriate relationship between
dollars invested and dollars avail
able for specialized consulting. What
must take place is a combined edu
cation and marketing effort so that
the MAS consulting force is per
ceived as understanding the entire
spectrum of a client’s computing
needs. These consultants may not
usually advise on the $500 micro
software purchase decision, but they
must forcefully deal with the new
challenges presented by the infor
mation officer and redundant data
collection/database development.
These consultants must get even
more attuned to overall business
problem solution and ultimately
should gear themselves to provide
strategic information management
consulting at the top level. Forthat’s
where the trend is going. The most
important near-term effort is the

transformation of client perception
of these consultants. This can be
facilitated by strong commitments
to publishing and speaking in the
right settings (to executives, not
specialists).
Where CPA firms can overcome
their organizational and political
constraints, they will find a huge
market now for micro-computer sys
tems consulting. As pointed out fre
quently, there are now millions of
small- to medium-sized firms facing
their first conversion to computers.
Their need is for that unique blend
of advanced computerand account
ing skills which increasing numbers
of CPAs can provide. In fact, nation
ally known financial recruiter Robert
Half predicts that with computer
literate personnel becoming indis
pensable, computer specialists will
outrank the tax personnel in CPA
practices. CPA firms need to take
the lead (as a 62% growth in micro
computer sales means that they will
outsell TVs) and offer unlimited op
portunities for consulting and infor
mation management.
Requirement for Personnel with
EDP Related Technical Skills. The
pure technical specialist has proba
bly reached the peak of demand,
and that would apply to the tele
communications expert in particu
lar. Now, as we near an era where
the technical information systems
background will have to be blended
with micro-computer applications
expertise, stronger communications
skills and broader perspectives of
clients’ systems from an information
management viewpoint are impor
tant.
The office systems consulting
specialists should be re-integrated
with the IS specialists and telecom
munications experts because com
partmentalization within organiza
tions will begin to disappear and
integration will prevail. Therefore,
the MAS consultants will need more
skills than before and will need to be
integrators rather than specialists in
isolated clinical areas.
These requirements for profes
sionals with hybrid backgroundswill
result, the subcommittee believes,
in demand exceeding supply. The
recent rapid growth of MAS activi
ties within the profession appears to
bear this out. Thus, we can expect a
repeat of the phenomenon of the
60’s and 70’s, a seller’s market, high

salaries, and high turnover. Thiscan
be remedied by major investments
in continuing professional education
and commitments to cross-training.
Intelligent computer-aided instruc
tion (ICAI) will certainly fill a need
here and will be an important invest
ment to be considered. Training re
quirements must be increased for
these ICAI professionals; 120 hours/
year might be more appropriate for
them, given the rapid change in
technological advances.
Thus the most significant trend
the subcommittee sees in the impact
of widespread computerization on
the CPA profession, and MAS oppor
tunities in particular, is the vastly en
hanced competitive opportunity for
the smaller firms to consult in micro
computerbusinessapplications. The
smaller firms will continue to reap
the benefits if they back their posi
tion with staff solidly trained at an
adequate technical level to address
clients’ applications and hardware
and software needs. The approach
to training must incorporate com
munications skills, consulting skills,
marketing expertise and, of course,
micro-computer hardware and soft
ware.
Computer Related Products and
Services. Changes in technology
provide the opportunity for a variety
of new services dealing with soft
ware development, OEM, turnkey
systems and distribution channels
for hardware/software. Training of
clients’ personnel, particularly to
achieve high white collar productiv
ity, is a service which many CPA
firms are finding profitable.
More consulting opportunities will
appear on emerging technologies in
telecommunication, networking, of
fice automation, data base manage
ment and personal productivity soft
ware.
More sophisticated advice will be
rendered on decision support servi
ces through software tools. Exam
ples are micro-computer based fi
nancial planning using spreadsheet
software, inventory decision support,
expert systems, and routing of pro
duct, people or vehicles.

Impact on Management of an
Accounting Practice
The advances in the computer
and automation technologies have a
significant impact on the way that

accounting firmsare managing their
practices today and will manage
their practices in the future. One
objective in managing an account
ing practice is the generation, con
trol and communication of various
types of information in an efficient
and cost-effective manner. Compu
terization and automation can be
used to achieve this objective.
Economics of the Business. Com
puterization and automation affect
virtually every aspect of managing
the accounting firm, from general
accounting of firm activities to the
quality of the services that are pro
vided to clients. Because of this,
management must carefully plan out
the firm’s use of these technologies.
The technologies available to the
accounting firm, in general, are word
processing, data processing, elec
tronic printing, local area networks,
telecommunication, duplication and
voice communication. Prior to the
advances in these technologies, each
was being used as a stand-alone
function of the accounting practice.
Today, however, many of these have
been integrated to the point where
one piece of hardware can be used
by many users to perform these var
ious functions.
Though these technologies are
available, use of all of them may not
be necessary for a particular firm.
Management must first decide what
functions of the practice, such as
client report generation, internal ac
counting and communication with
other offices, should be performed
using these technologies. Decisions
concerning which functions should
be automated and/or computerized
are beyond the scope of this report,
as each individual firm is unique.
However, once the functions have
been identified, management can
then assess the firm’s technological
needs.
The capabilities of micro-comput
ers have increased considerably in
recent years as the new generation
of these computers can now per
form all of the functions of a word
processor. In addition to performing
word processing, these machines
can also execute data processing
applications, store large files, and
support networks. When evaluating
a micro-computer, management
should take into account the flow of
information within the firm and the
structure and duties of the adminis
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trative support staff. These will dic
tate the computer capacity required
in terms of the volume of text and the
number of workstations.
The word processor should also
be evaluated for the amount of train
ing that will be required for adminis
trative personnel to become profi
cient on it. Finally, management
should consider the compatibility of
the equipment with other automated
equipment that the firm either has or
is planning to acquire. Most word
processing software will transmit
files to other types of equipment;
however, very few are able to trans
mit files that are capable of being
edited by the destination hardware
and software.
The ever-increasing power of
micro-computers should cause some
firms to view micro-computers as
more than just an auditing tool.
Today, we have portable micro
computers that have up to 20 meg
abyte storage capacity and offer
memory of 2.6 megabytes to pro
cess data. Desk-top versions can
offer scores of megabytes of storage
in a single unit. Because of this, the
micro-computer is becoming a far
less expensive alternative to the
mini-computerfor many accounting
practices.
There have been many advances
in printing technology also. Laser
printers are now available for use
with micro-computersand word pro
cessing equipment for a relatively
low cost. These printers provide a
high-quality output for report prep
aration and are very fast, with some
producing documents at a rate of
between eight and 20 pages per
minute. In addition, with the proper
software, these versatile units can
produce any tax form. Impact print
ers that offer the same quality of
output as laser printers are available
for still lower cost although their
rate of document production is much
lower.
Through local area networking,
all of the functions mentioned above
can be performed from one or many
different intelligent workstations.
The key to this integration is the
compatibility of the devices to be
used. The compatibility of the hard
ware and software must be foremost
in the planning process for the prac
tice. Even without local area net
working, the different functions can
be integrated through the use of tele
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communications. For example, a
micro-computer can use a phone
line to transmit documents to a word
processor.
Duplication and voice communi
cation are technologies that have re
mained “stand-alone” for the most
part. However, advanced data pro
cessing systems that support voice
messaging and electronic mail are
rivaling the duplication and voice
communication technologies. Func
tions that historically have been per
formed using these technologies can
now be performed with data pro
cessing equipment.
Security, Control and Integrity.
With the advent of these technolo
gies comes a whole new challenge
to the CPA firm in terms of control
ling both client and firm informa
tion. The protection of data, soft
ware and hardware is a prime con
cern in the management of the
accounting practice, and it should
be addressed in the same manner as
control issues are addressed for
clients.
An obvious concern is the physi
cal protection of the hardware devi
ces from theft and/or destruction.
This is usually accomplished in much
the same manner as any other capi
tal asset of the firm. A control con
cern that is not so obvious, however,
is the physical protection of the data
medium. These are usually not
treated with the same priority as the
hardware because of their relative
insignificance in cost. The concern
with medium such as data diskettes
is not with their value but with the
value of the contents. Often, the
data contained on the medium can
easily equal the hardware in terms of
value of the firm. There are three
major points to consider in the pro
tection of data:
• Prevention of access to data by
unauthorized individuals
• Prevention and detection of un
authorized changes to data and
software
• Prevention of and recovery from
the loss of data

All of these points should be ad
dressed in the firm’s policy govern
ing the use and protection of the
equipment. Protection from unauth
orized access can be accomplished
in a variety of ways, including:
• Keeping data medium secure and
issued to authorized individuals
only

• Using password protection
schemes for word processing
and data processing equipment
• Using key-lock devices to pre
vent access to equipment.

Prevention of unauthorized
changes to data and software can be
handled in the same manner as pro
tection from unauthorized access. A
key issue is the detection of changes
that have been made. This is espe
cially critical when providing client
services. Firm management should
set standards governing the use of
computers and other equipment for
performing engagement tasks. These
standards should specifically ad
dress:
• Review requirements for appli
cations used to generate workpa
pers. This should be further
divided forapplications prepared
by firm personnel and applica
tions prepared by client person
nel.
• Documentation requirements for
applications. This would include
identification of assumptions,
formulas, input, program logic,
etc.
• Testing requirements for appli
cations developed by firm per
sonnel and data input by client
personnel.

Prevention of and recovery from
data loss are a very important con
cerns that tends to be overlooked by
many users of micro-computers and
word processors. It is not uncom
mon for data diskettes to have bad
sectors that make data unusable,
nor is it uncommon for a disk to
“crash” and make recovery impos
sible. It is therefore imperative for
management to set policies for the
backing-up of data and programs.
Many users have procedures which
require daily and/ or weekly back
ups of all data and programs. In
addition, the use of power-surge
protection devices can help to re
duce the risk of data loss due to
irregularities in the electrical cur
rent. Despite these precautions, it
should be recognized that complete
prevention of data loss is virtually
impossible.
The benefits of using these tech
nologies in an accounting practice
include: (1) reduced costs due to
time savings; (2) more informed
audit decisions; (3) improved qual
ity of reports and workpapers; and
(4) improved staff competence with
automation equipment they will be

encountering in the field. However,
to ensure that these benefits are
realized with the minimum amount
of associated costs, firm manage
ment must properly plan and control.

Summary
The subcommittee believes that
many of the technological trends
that will impact the profession are
now well established. The views that
the subcommittee has expressed in
its report are based on the personal
and professional observations of its
members, all of whom are actively
involved in EDP and information
technology within their respective
firms or universities.
A compelling case for a signifi
cant response by the profession to
changes in information technology
can be made if one accepts one or
more of the following observations:
a. The rate of technological
change, particularly the cost/
benefit characteristics of such
change, is currently high and
will increase.
b. The changing technology has
potential businessand compet
itive implications which will im
pact some areas of current prac
tice and the structure and eco
nomics of future practice.
c. Since the mid-1950’s, the pro
fession has been in a reactive,
catch-up posture with the result
that some professional mecha
nisms are badly in need of a
major overhaul, not simply a
minor tune-up.

Elise G. Jancura, Ph.D., CPA, CISA,
is chairperson of the Accounting
and Business Law Departments of
Cleveland State University. She has
served on the Computer Services
Executive Committee with theAICPA
and as chairperson of the Computer
Education Committee. She is a mem
ber of the Ohio Society of CPAs, the
Association for Computing Machin
ery, AWSCPA and ASWA.
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Become A Top Consultant by Ron
Tepper, John Wiley & Sons, Inc.,
New York, 1985, 243 pp., $19.95

You believe you can do it! Then
you have the key — the key to
success in the consulting field. So
states Ron Tepper in his new book,
Become A Top Consultant.
“It is far more important than peo
ple realize. What you believe your
self to be, you will ultimately be
come ... We are in a people busi
ness. We relate to them daily. What
we think comes across and causes
them to either believe in us or reject
our ideas,” agrees Arnold Van Den
Berg, one of the consultants Mr.
Tepper interviewed for his book.
The experiences of ten men con
sidered to be successful in the con
sulting field are the basis of Become
A Top Consultant. These are consult
ants who have diverse abilities and
backgrounds and who have utilized
various methods in their quests to
obtain success in the consulting
field. In his interviews with these ten
men, the author does not limit his
focus to their successes but brings
to light some of the mistakes and
pitfalls encountered on the pathway
to establishing profitable consulting
firms.
Each consultant is introduced in
an informative paragraph in the
“Preface” of Become A Top Consult
ant. The reader gets an insight into
the personality of each man from the
brief but descriptive introductions
Mr. Tepper makes.
Larry Nickels is described as
“quiet, soft-spoken,” while Hugh
Holbert is “gregarious, outgoing.”
Ed Pearson is “analytical and observ
ant,” and Hank Zdonek is “busy
and always on the move.” Their
areas of consulting are as diverse as
their personalities.
Despite their differences, a posi

tive outlook is a shared characteris
tic. “Think well of yourself,” advises
Jack Spahn, and Fred Peters adds,
“believe in your product.”
As in any business, there are risks
involved in consulting, yet Tom Hop
kins believes there can be no prog
ress unless some risk is involved.
Van Den Berg agrees: “If there is no
risk involved, there is no opportu
nity.”
Consulting means answering
needs, and these consultants have
found that specialization is vital to
success. Their recommendation is
to target an industry and focus on its
needs.
These men credit much of the
growth of their businesses to con
tacts through volunteer activities and
to referrals from other clients. Most
of these consultants have volun
teered for civic activities, for they
believe that becoming acquainted
with other business people generates
business.
With few physical assets, begin
ning consulting firms have found
bank loans difficult to obtain. Lack
of working capital can be a pitfall
and may be a good reason for start
ing as a part-time consultant. Part
timerscan enterthe business slowly
and determine whether it is what
they want. Knowing one can pay the
bills can free the mind for productive
thinking, allow one to be more selec
tive, and allow for some of the in
evitable mistakes that will be made.
How to determine the market,
generate clients, and set fees are
important areas discussed. Mr. Tep
per devotes several pages to sources
of free or low-cost research informa
tion, one source being “picking the
brains” of successful consultants.
A willingness to work in order to
achieve goals is another common
characteristic of these men. All made
a conscious decision to put in the
hours required, averaging 63 hours
per week at the beginning of their
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consulting careers. These consult
ants agree, however, that the rewards
make the efforts and risks worth
while. They enjoy being creative,
financially independent, and in
charge of their lives.
The principles brought out in Be
come A Top Consultant appear to be
basic and applicable to anyone aspir
ing toentertheconsulting field. Had
it not been for Mr. Tepper’s state
ment on page seven that leads one to
believe his book was directed to the
male population, the fact that all ten
of the interviewees were men might
easily have been overlooked.
You believe you can do it! Then
you have the key — the key to suc
cess in the consulting field. How
ever, Mr. Tepper very ably points out
that satisfactory performance re
quires long hours and hard work.
What is clear is that following no one
set of rules can assure a person’s
becoming a successful consultant.
Each of those interviewed built his
practice using his own unique meth
ods, combined with a positive atti
tude, specialized knowledge, and a
willingness to work.
Gaylah R. Cantrell, CPA
Newtec
South Lancaster, MA

Re-Inventing the Corporation: Trans
forming Your Job and Your Com
pany for the New Information
Society by John Naisbitt and
Patricia Aburdene, Warner Books,
Inc., New York, 1985,308 pp. Hard
back, $17.50.
John Naisbitt collaborates with
Patricia Aburdene to present the
sequel to Megatrends. In Mega
trends, Naisbitt identified ten politi
cal, social and economic trends that
are occurring to de-industrialize the
advanced economies of the world
and move them toward information
societies. The new information so
ciety is a multi-option society that
finds its structure shifting to a high
tech/high touch, networking, partic
ipatory, self-reliant society that takes
a long-term global view. Naisbitt
and Aburdene take the trends devel
oped in Megatrends and integrate
them into corporate life, citing
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changes companies are experienc
ing as examples.
An information society’s produc
tion inputs are information, knowl
edge and creativity. Since humans
are the source of these resources,
human capital will replace financial
capital in importance as we move
from the industrial age to the infor
mation age.
This increased emphasis on human
capital comes at a time when the
baby boomers are in their 20s and
30s and nearing middle manage
ment, with those at the beginning of
the baby bust in their teens. Accord
ing to Census Bureau statistics, by
1987 there will be a negative net gain
in the labor force; that is, more peo
ple will be exiting the labor force
than entering. A negative net gain
will begin to create a seller’s market
for human capital. It is the human
resource shortage that will bring
about many changes in the work
place. One change will be the utiliza
tion of the wasted resources of the
fastest growing sector of our society
— the retired.
Corporate structures will change
in response to the atmosphere neces
sary to nurture the new society. An
important key to success in the new
society will be the ability of entre
preneurs, both inside and outside
the corporate shell, to create a vision
(goal) and to motivate associates to
adopt and share responsibility for
achieving this vision.
Naisbitt and Aburdene promote
the idea of a win/win relationship
between entities and their employ
ees. The changes discussed not only
make a better workplace for em
ployees, but entities also benefit as a
result of happier, more productive
employees. As more and more com
puters perform middle management’s
functional tasks, managers will be
come the teachers, mentors, and
developers of human potential.
The educational sector will have
to develop a curriculum to provide
the basic skills of a high tech/high
touch society: thinking, learning,
creating. A firm foundation in tech
nical aspects with the flexibility of
creativity is needed. Corporations
will become more involved with edu
cation, not only of their employees
but also in their community. In
creased corporate involvement in
wellness and fitness programs will
also occur. The benefits will be im

proved resources (people) and re
ductions in fast-growing health care
costs.
The chapter on “Women and the
Corporation” is honest and direct.
Women have already been active in
reshaping the economy. As many
women in their 20s and 30s work as
do men. Job styles will be more flex
ible as dual earner couples invade
the workplace. The need for child
care and changing attitudes about
family responsibilities is at the core
of the new relationship of the corpo
ration and the family. By 1984,1500
companies were already involved in
child care. Maternity-paternity
leaves, child care, and flexible hours
are all issues that concern today’s
young family.
Corporations have been slow to
change when it comes to a woman’s
pay and management opportunities.
But the new society brings new op
portunity. Who is better than a
woman to be a teacher, a mentor, a
nurturer?
Baby Boomers, accustomed to
education and affluence, have dif
ferent social values than their par
ents. But this alone will not bring
about change in the workplace. It
will be the shortage of entry level
workers and changing social values
that will require corporations to
change in order to successfully com
pete for top talent in the baby bust.
Naisbitt and Aburdene simply doc
ument and put into some order what
one can see currently taking place in
society. The question is not will the
changes take place, but rather to
what extent will the changes con
tinue. Having fun at work — how
nice!

Norma Powell
University of Houston —
Clearlake
Houston, TX

Make The Right Tax Software Decision
And Enjoy Greater Profits
LONG NIGHTS

CUSTOMIZED FOR YOU

COMPARE FOR YOURSELF

Income tax season brings long days and
sometimes long nights, often producing
little profit during the late hours. Productivity
goes down, errors go up and fatigue sets in
long before you want to call it a day.
Taxbyte has a solution to producing greater
net profits for your office.

The Tax Commissioner is customized and
pre-configured for you at no additional
cost. Printing output, sales tax tables, and
state programs are pre-installed and ready
to run when delivered to your office.

To order a $5 partial ’85 program, or a
complete 1985 federal program at a cost of
$50.00 (refundable on your purchase of the
1986 version), please call Sandy toll free 1800-255-2255 extension T A X X or mail
your order today.

GREATER PROFITS

The
Commissioner
handles
most
Schedules from A to W and Forms from
2106 to 6252. The Commissioner is
available for most computers using
MS/DOS, PC/DOS and CP/M operating
systems.

FORMS

LASER, COMPUTER PKG—$150/MONTH

The Tax Commissioner income tax
software from Taxbyte can increase your
productivity, eliminate tedius checking of
adding machine tapes and provide more
productive hours for profitable tax returns.
The Commissioner accepts your input as
fast as you can type. Calculations are
instantaneous! That means ’’Right Now!"
SPEED

You’ll be able to enter data and complete
the average return in less than 5 minutes.
Your computer screen is continuously
updated after each entry or change,
providing you with the latest and most
current calculations. When you’re finished,
the return is finished . . . ready to be
printed on your printer.

Includes Tandy 3000 HL computer, H-P
LaserJet, Tax & Laser Software for only
$4995. 48 mo. lease only $150/mo. As little
as $150 down to qualified buyers. Limited
time offer.

PRINTING

Because our only business is developing
income tax software, we’re very dedicated
to providing simply superior software,
service and support for your tax office.

The Commissioner supports a variety of
printing preferences from computer
generated forms to laser printing. (The
Hewlett-Packard LaserJet is the printing
method recommended for tax offices
handling over 300 returns.) And the
Commissioner, because of Taxbyte’s
unique programming techniques, is
complete with your state program on 1
floppy disk. And you can store 110 clients
per floppy. Amazing, you might say. And
you’re right!

RUSH
YOUR ORDER TODAY!

*
ENJOY MORE
TAX PROFITS TOMORROW!

FAST

EFFICIENT

TAXBYTE
INCORPORATED
6TH Avenue

Moline, Illinois

61265

309/764-7245

"The Right Tax Software Decision
CLIP AND MAIL COUPON TODAY TO: TAXBYTE, 1801 6th Ave., Moline, IL 61265
OR CALL TOLL FREE 1-800-255-2255 — Specify Extension T A X X — Ask for SAN DY

Dear Taxbyte: Please rush the following:
$5 Partial 1985 Commissioner

More Information

Viewallforms, compute & print Page 1,2,
Sch A, B, G, W; Forms 2210 &62S1

____ $50 Complete ’85 Commissioner

$995.00 1986 Commissioner
Receive 1985 FREE

MC

VISA

CHECK ENCLOSED

COD

No.

Exp:

Signature of Card Holder
Firm:
Add:

City:
Phone:

St:

Zip:

Computer Make, Model:

On hiring: “No one can be right all of the time, but it helps to be right most of the time.”
Robert Half on Hiring by Robert Half (Crown)

Don’t
settle for
second best.
Using a specialist will increase your success in hiring
accounting, financial and edp personnel—and using
Robert Half, the most experienced personnel specialist,
will increase your chance of success even more. Here’s
why:

• You’ll be getting highly personalized service from
professionals who understand your financial and
edp needs.
• You won’t waste time with unqualified candidates.
(We’d prefer not to fill the job, rather than refer
someone who doesn’t fit.)
• You’ll have the advantage of the resources of the largest
organization in the financial and data processing
personnel field, with offices on three continents.
• You pay nothing unless we fill the job. And, we back
each and every placement with a liberal guarantee.
Next time you’re looking for an accountant, financial
or edp professional, call your nearest Robert Half office.
You’ll be glad you did.

ROBERT
HALF®
accounting, financial and edp
personnel specialists.

© 1985 Robert Half International Inc. All offices independently owned and operated.

